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NATIONAL DEFICIT: A VIEW FROM TWO DIFFERENT 
CULTURES. A CASE STUDY OF JAPAN 
AND THE UNITED STATES
by
Khan A. Mohabbat *
I. Introduction
National culture has significant influence on how economic variables 
are viewed. There is a large body of literature that attests to business as an 
offshoot of national culture. Culture, it is argued, influences consumers 
perceptions and preferences that give rise to implications regarding the con­
sumers’ attitude towards what is wealth, spending and other economic 
variables. To study cultural effects on economic attitudes, we select Japan 
and the United States. There are a number of reasons for this choice. To 
begin with, the Unites States and Japan are two of the world’s largest 
industrial economies. The two nations are also the biggest trading partners 
in the world. Japan and the United States, although allies in the Post-War 
era have become fierce economic competitors.
Despite the closeness of the two nations there are vast cultural differ­
ences between them. Japanese are heavily bound by tradition in their work 
and daily lives; Americans view change as essential and continually make 
adjustments. Such freedom or linkage with tradition has distinctly shaped 
the outlook of economic agents towards the work place and other economic 
variables in the two countries.
American culture places more emphasis on material possession than the 
Japanese. To Japanese mutual respect is very important -  sometimes more 
than money when it involves long term relations. Americans are more indi­
vidualistic; whereas, Japanese cling more to a sense of belonging. American 
culture places more emphasis on personal achievement, the Japanese stress
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achievement through cooperation. In general Americans have a tendency 
toward life simplification, the Japanese are more bound by tradition.
Since business is considered as an offshoot of national culture, there 
are distinct differences in the way business is conducted in the two countries. 
Japanese businesses are mostly geared toward long term goals; American 
businesses pay more attention to the bottom-line on their quarterly report. 
Thus, membership in Japanese organizations is more permanent than the 
American counterpart. It is fairly common to work for a Japanese company 
for life. Such sense of belonging promotes loyalty and fosters cooperation 
with the company in good times and bad. Americans are more mobile than 
Japanese. There is little sense of identity with the work place. The current 
downsizing and cost cutting, even if transitory, have further aggravated the 
situation. Workers and middle management alike face much uncertainty in 
their jobs to be highly productive.
In decision making, authority and responsibility are clearly spelled out 
in American organizational structure. Job description is a common practice 
which promotes specificity as well as rigidity. Japanese organizations, on the 
other hand, are less structured. Job descriptions are more general and con­
tain more flexibility in managing the functions of the firm. Although formal 
positions are well defined in terms of rank and title, leadership style in the 
Japanese organization is more democratic and middle managers cannot be 
bypassed. Sometimes the Japanese management style is labelled as the “mid­
dle-up consensus management”.
This paper attempts to empirically verify the behavior of the economic 
agents towards the national deficit in the two culturally distinct countries of 
Japan and the United States. More specifically, whether the agents consider 
the national deficit as a net addition to private wealth upon which they can 
base their consumption or consider it as a future obligation to be paid by the 
future generations. The rationale for the second view is based on the exist­
ence of a strong emotional linkage between the current generation and the 
future.
The latter view asserts that any deficit acquired by the government 
today is offset by the private sector through reducing consumption and 
increasing savings to pay for the debt some time in the future. Since 
the time horizon for the government is longer than that of the private 
agents, the private agents altruistically bequeath what they have saved along 
with interest earned to their offsprings. This notion is known in the litera­
ture as the debt neutrality hypothesis.
Although national deficit has been a matter of concern over the de­
cades, the enormous size of the recent deficit in the United States has made
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it the focal point of urgent discussion over the last two decades. Even 
though the effect of national deficit on the economy is multidimensional, we 
shall limit our empirical investigation to its consequences for the future 
generations.
Deficits are of two types. One is the cyclical deficit and the other is the 
structural deficit. Cyclical deficit arises when the economy is operating at 
less than full employment and the government decides to stimulate the 
economy via fiscal policy. Structural deficit occurs when government spend­
ing exceeds receipts at the potential output level. Cyclical deficit is consid­
ered by most as a necessary evil; whereas, structural deficit is not. Smaller 
annual deficits may be tolerable, prolonged large deficits are considered as 
harmful to the efficient working of the economy.
It is argued that large deficits affect interest rate, produce large trade 
deficits, redistribute income, reduce national saving and investment, and 
retard the growth of capital stock. The slow down in the growth rate of 
capital accumulation is harmful to future generations.
The effects of large deficits on interest rate is well known. Starting 
from an equilibrium level, cet. par., an expansionary fiscal policy creates 
additional demand for funds, resulting in higher interest rates. Needless to 
say, an expansionary fiscal policy coupled with tight money leads to higher 
real interest rates and lower investment and capital formation. Such has 
been the case for the United States over the past two decades.
It is also argued that large budget deficits result in large trade deficits. 
This reasoning works through two channels. The first explanation states 
that large deficits raise domestic inflation and encourage imports and 
dampen exports. The second rationale works through the interest rates. 
Here large deficits raise domestic interest rates which attract foreign inves­
tors to buy domestic debt. This in turn leads to higher foreign exchange rate 
of the country’s currency. High value of domestic currency helps imports 
but hampers exports.
Continual large deficits may place a burden on future generations. If 
the debt is to be paid in the future, taxes would have to be raised in the 
future. Increase in taxes may cause market distortions making the function­
ing of the economy less efficient. Such productivity loss would be imposed 
on the future generations.
A further consequence of a large national debt is the redistribution of 
income. Taxes are imposed on all to pay for the repayment of the debt and 
its interest; whereas, ownership of the debt is not uniformly distributed.
One of the most talked about harms of national deficit is that it 
reduces national saving. Lower national savings is detrimental to capital
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formation, lowering productivity and the standard of living of the future 
generations. Such a phenomenon is called the real burden of the national 
debt. The notion of the real burden of debt has strong support in the 
financial press, political circles and academia. However, there exists strong 
doubts on the veracity of the concept.
On empirical grounds, for instance, the tax reduction of the 1980’s in 
the United States created a surge in consumption. It is difficult to ascertain 
whether this wave of spending was due to the increase in after tax income 
or consumer optimism of the Reagan era. By the same token, it is uncertain 
that the high real interest rates that prevailed in the 1980’s were due to the 
government deficit spending or a host of diverse exogenous influences on 
consumption, investment and other components of the aggregate demand.
On theoretical grounds, Robert Barro (1974 and 1981) challenges the 
notion of the national debt burden and argues that the effect of national 
debt on the economic activity is neutral; hence, the debt neutrality proposi­
tion. Barro did this by invoking the Ricardian Equivalence proposition. The 
origin of this theorem goes back to David Ricardo who contended that 
public expenditure financed by deficit in issuing government bonds would 
have no significant effect on the private agent spending pattern so long as 
the agent and the government have the same time horizon. The private 
sector would regard deficit spending as equivalent to future taxation 
required to pay for the future payments of interest and principal. In this 
scenario, the government deficit is not viewed as net wealth by the econom­
ic agents; thus, it cannot affect the real variables.
Using the overlapping generation model, under a number of restrictive 
assumptions, Barro showed that for a given path of government spending, 
the choice between the time pattern of taxes and government bonds has no 
effect on the private sector wealth or consumption. This implies that 
government bonds will not be perceived as net wealth by the private sector 
and will be considered as a future obligation in the form of future taxes. 
Consequently the dissaving in the public sector will be matched by private 
saving leaving the overall national saving unchanged. This conclusion holds 
even though the time horizon of the government is different from the 
private agents so long as the families are linked across generations through 
gifts and bequests.
There are a number of studies that have supported the debt neutrality 
hypothesis. Evans (1985, 1987, 1988), Plosser (1982), Hoelscher (1983), 
and Darrat (1990) have shown little or no relation between large deficits 
and the interest rates for the United States. They conclude that consumers 
are inclined to follow Ricardian Equivalence in their response to national 
deficits.
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On the other side, the debt neutrality proposition has been criticized 
on several grounds. Since Barro uses inter-generational links to connect the 
present generation to the future, parents must care sufficiently for their 
offspring to include them in their utility functions. This implies that parents 
must bequeath an amount equal to the deficit in order for the offspring to 
pay the eventual taxes (Weil, 1987). Kotlikoff and Summers (1981) have 
found that such utility functions that incorporate children’s welfare seldom 
exist even when parents love their offspring.
Bernheim, Shleifer and Summers (1985) give bequest “strategic” mo­
tives in which funds are being left for offsprings not for the purpose of 
paying their share of the national debt but to make them observe a code of 
behavior that is respectful to the parents.
An alternative to money bequest is human capital investment transfer. 
In this scenario, parents pay for the children’s education so they can provide 
for themselves a better future. In this case, deficits that are incurred via tax 
reduction will increase expenditure and will not remain neutral with respect 
to the economic activity. O f course, then, there is the case of the childless 
parents who need not make such provision (Tobin and Buiter, 1980).
Feldstein’s (1976, 1982) argument against the debt neutrality proposi­
tion takes a different route. He argues that it is the ratio of national debt to 
GDP that is important. So long as the debt growth rate is not greater than 
that of GDP the parent generation has no reason to augment their bequest 
to the offsprings. Feldstein also argues that uncertainty regarding future 
income levels can also increase current consumption should there be a tax 
reduction. Since the debt neutrality proposition is based on a fixed course 
of government spending, it certainly complicates the outcome should spend­
ing be related to government revenue. Furthermore, should a tax cut be 
income based rather than a lump sum, it will affect economic agents’ behav­
ior towards work and leisure resulting in an augmentation of consumption 
spending. If  bequests were subject to progressive income taxes, this too 
could be a hindrance to the debt neutrality proposition.
Hirschorn (1984), using Barro’s apparatus in the context of the rational 
expectation model, also comes to the non-neutrality conclusion of deficit. 
He argues that even economic agents under rational expectations having all 
the available information on the structure of the economy, including the 
underlying stochastic process of the fiscal policy, can only anticipate the 
systematic portion of the bond issuance. They cannot predict the white 
noise portion of the bond issuance. The unanticipated portion of the gov­
ernment bonds will constitute net wealth producing a positive effect on 
consumption.
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Uncertainty of future tax incidence also creates impediments to debt 
neutrality even when one acknowledges the presence of operative bequests 
(Chan, 1983). In the presence of tax incidence uncertainty, the existence of 
future tax liability does not necessarily offset the effects of a current tax cut 
on consumption. Furthermore, debt neutrality tacitly assumes that there are 
no liquidity constraints on economic agents. However, liquidity constrained 
individuals will spend part of their increased income on consumption. This 
holds even when the agents base their consumption on life time resources 
and observe bequest operatives (Leiderman and Blejer, 1987). This conse­
quence may be due to the financial market imperfections that do not allow 
individuals to borrow against future income. In the presence of binding 
borrowing constraints, deficit resulting from a tax cut will reduce national 
saving and raise the real interest rate.
The plan of the study is as follows: Section II  presents model specifica­
tions as well as the empirical results. Section I I I  makes the concluding 
remarks.
II. Model Specifications and Empirical Results
In this section we wish to empirically ascertain whether debt neutrality 
holds for thé United States and Japan. If  the hypothesis is maintained, the 
increase in government deficit would trigger consumers’ behavior in such a 
way that they cut their current consumption by an amount equal to the 
deficit and save the funds to repay the debt in the future. I f  the theorem 
does not hold the increase in debt will not have a negative influence on 
consumption expenditures leaving consumption either unchanged or aug­
mented. The latter event would occur if the economic agents consider gov­
ernment bonds as an addition to their wealth.
To test the debt neutrality hypothesis we use a wealth based, life 
cycle-permanent income, consumption function of the following form:
C, =  ao +  afYt +  #2 ^ - 1  d~ +  et (1)
Where C represents consumption, Y  income, and TD government deficit. 
Subscripts t and t — 1 refer to the current period and one period lag. The 
term et is the error term with the usual properties. All variables are in real 
per capita term to control for population growth and price changes.
The consumption function used here conforms to the life cycle- 
permanent income hypothesis of Modigliani and collaborators (Modigliani 
and Brumberg, 1954; Ando and Modigliani, 1963) and Friedman (1957).
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It is broad enough to incorporate the insight associated with the Hall 
(1978) version of the permanent income hypothesis under rational expecta­
tions. In this study, per capita consumption is modeled to depend on one 
period lagged consumption, per capita income and per capita government 
deficit. The inclusion of Ct_ j is a proxy for wealth and it also takes 
into account the habit persistence notion as it is applicable to consumer 
behavior. Furthermore, it conforms to the rational expectations hypothesis 
which requires that all the relevant information be used in predicting 
consumption. Hall argues that Ct_ x contains all the relevant information 
including wealth, up to the period t — 1, that affects the current consump­
tion. Any new information after t - l  which is not contained in C ,_x would 
have to be accounted for to estimate the current consumption. Yt is such a 
post t — 1 period information which needs to be taken into consideration.
The empirical results for specification (1), testing the debt neutrality 
proposition, are presented in Table 1 below. For the hypothesis to hold, the 
sign of the deficit parameter must be negative and equal to one, and the sign 
of the income parameter must be zero.
The evidence presented in Table 1 does not support the strict form of 
the debt neutrality hypothesis. The strict construct requires that ax =  0 and 
¿z3 <  0. Such is not the case either for Japan or the United States. The 
findings imply that the private agents do not lower consumption spending 
to save funds for the repayment of the current deficit at some future date. 
But the similarity between the two countries stops here.
Cultural traits seem to play an important role in viewing the national 
deficit. In the case of the United States, the coefficients of income, ah and 
total deficit, ai} are positive and significant at the 1%  level. The value of 
ai =  0.38 captures the direct effect of government expansionary spending 
on consumption. The coefficient a3 =  0.13 represents the incremental 
wealth effect on consumption. Private agents consider government deficit 
(bond augmentation) as additions to wealth that stimulates consumption 
spending. The permanent-life-cycle notion of consumption seems to hold 
for the United States. This is evidenced by the estimated value of a2 =  0.47 
which is positive and significant at the 1%  level.
In the Japanese case, the parameter estimates for ax =  0.39, the 
income coefficient, and a2 =  0.52, the lagged consumption coefficient, are 
statistically significant at the 1%  level. But the estimate for a}, the deficit 
coefficient, is not significant. It seems that the Japanese, unlike the U.S. 
economic agents, do not consider government deficit as a net addition to 
wealth. Changes in bond holdings, do not affect their consumption decision. 
This point is important. Even though the Japanese do not reduce their
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T able 1
REGRESSION ESTIM ATES O F PER  CAPITA REAL CONSUMPTION  
FOR TH E UNITED STATES AND JAPAN
C, — ao +  « i Yt +  0 2 ^ 'i- l "F ayTDt +  et 






ao -  435.42 -  143778
( -  3.89) ( -  2.44)






R 2 0.99 0.99
F  Statistics 4206.61 644.12
Prob >  F (0.0001) (0.0001)
Definition and Sources of Variables: Y t, Ct and C/ _ 1 are real per capita income, real current 
and one period lagged consumption per capita. Data for total consumption, consumer price 
index, and population were obtained from various issues of International Financial Statistics. 
TD  is per capita national deficit. Data for national deficit were obtained from various issues 
of Government Financial Statistics Yearbook (IM F), and were converted to per capita basis. 
t statistics in parentheses.
consumption to pay for the national deficit, they certainly do not increase 
their consumption spending due to bond augmentation. Whether the Jap­
anese reject the debt neutrality hypothesis, in this somewhat less rigid form, 
is not clear. One reason that tz3 is not equal to — 1 and statistically signifi­
cant, is that the Japanese rate of saving is already quite high and they do 
not see the necessity to save more to pass on to the future generation.
Specification (2) is presented as an alternative way to test the debt 
neutrality thesis for Japan and the United States.
Ct =  a o +  a^F t -\- a2Ct_i +  ayBDt +  a^FDt +  a^MDt +  et (2)
The deficit variable is divided into three components. BD is the domes­
tically held portion of the total deficit, FD is the foreign held segment of the
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newly created debt, and MD is the monetized component of the deficit that 
is held by the central banks. The main reason for partitioning the national 
deficit is that different components of the deficit exert dissimilar impacts on 
consumption. For instance, the monetized portion of the newly created debt 
has the same effect on the economy as the creation of new money. Although 
this form of debt creates additional liquidity in the economy, in a real sense 
it is a tax on the society in the form of inflation. This segment of the deficit 
is not really a true debt.
The non-monetized portion of the national deficit represents the true 
debt for which the future generations are responsible. However, not all of 
the non-monetized category is considered to add to the net wealth of the 
private sector. Only the domestically held portion, BD, is expected to do 
that. Hence, a further division of the non-monetized debt between BD and 
FD  may provide additional information on the behavior of economic agents 
with respect to the domestic and foreign bond holdings. Under the strict 
debt neutrality proposition the coefficients of the two variables should be 
negative, equal to one another, and must sum to unity.
The trichotomized version of the total deficit brings in added insight 
into the debt neutrality hypothesis. These empirical results are presented in 
Table 2. The coefficients of income and one period lagged consumption for 
the United States have the proper theoretical signs and are statistically 
significant at the 1 % significance level. The coefficients of BD and FD, the 
domestically and foreign held bond portions of the deficit, are also positive 
and significant at the 1% level. The explanation for the coefficient of BD is 
the same as before. On first sight, the consumer behavior with respect to 
foreign buying of the U.S. deficits is quite puzzling. Consumption seems to 
respond positively to foreign holding of the debt. The magnitude of the 
response of consumption to FD  is relatively small, about one-fifth compared 
to BD. On reconsideration a seemingly plausible explanation emerges. That 
is, the foreign bond holdings, FD, could generate demand for domestic 
goods, raising the level of employment and consumption. In the light of the 
globalization of the financial institutions, FD  may also add to the liquidity 
of the domestic economy.
The coefficient estimate of MD, the monetized portion of the deficit, 
has the theoretically incorrect sign. Since it is statistically insignificant at the 
5%  level not much weight can be attached to the direction of the sign. 
However, the lack of a significant relation between consumption and MD is 
somewhat baffling. Since monetization of the deficit adds liquidity to the 
system, one would expect MD  to stimulate consumption. Such is not the 
case here. Part of the answer to the dilemma hinges on the free flow of
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T able 2
REGRESSION ESTIM ATES O F PER  CAPITA REAL CONSUMPTION  
FO R TH E UNITED STATES AND JAPAN
C, — a0 +  a{Y, + a2Q-i + +  a^D , + ayliD, + et




a0 234.59 -  146365
(0.99) ( -  2.36)
a \ 0.45 0.41
(9.50) (4.08)






*5 -  0.58 0.04
( -  1.92) (0.14)
R 2 0.99 0.99
F  Statistics 3189.60 348.85
Prob >  F (0.0001) (0.0001)
Definition of Variables: BD  is per capita domestically held national debt; FD  is per capita 
foreign held national debt; MD  is per capita monetized national debt; Sources: Government 
Financial Statistics Yearbook, IMF, various issues. Y ,, C, and Cl_ l are the same as in Table 1. 
t statistics in parentheses.
funds internationally in search of high interest rates. Since interest rates 
have been relatively high in the U.S. over the past two decades, there has 
been a major inflow of funds into the country. Consumer credit availability 
has been quite flaccid and liquidity constraints have not been a significant 
restriction on consumption. In addition, the magnitude of the monetization 
of the debt is relatively small compared to the total money supply to pro­
duce a sizable domestic liquidity effect.
Table 2, also provides statistical results for Japan. As before, the 
coefficients of income and one period lagged consumption are positive, and 
significant at the 1%  level. The trichotomization of national deficit has not 
changed the consumer attitude towards government bond holdings in Japan. 
The coefficients of BD, the domestically held portion of deficit, FD, the 
foreign held deficit, and MD, the monetized portion, have all remained
NATIONAL DEFICIT VIEWED FROM JAPAN AND THE U.S. 939
statistically insignificant at any reasonable level. The implication of the 
findings are similar to those of specification 1 above.
Next, we wish to attempt to verify the debt neutrality hypothesis by 
recasting the consumption specification as specification 3.
Ct =  a0 +  t -T u-£Lt_ i T  ayBDt -b a/̂ MFDt -f- et (3)
In specification 3, MFD depicts the sum of the monetized and foreign 
held portions of the newly created debt. The remaining variables are 
the same as before. The rationale for the dichotomization of deficit into 
the domestically held portion, BD, and the monetized plus foreign held 
segment, MFD, is that they influence the economy differently. The impact 
of BD on consumption spending is felt through the wealth effect; whereas, 
MFD works through the liquidity it provides to the private agents. The 
estimated results are presented in Table 3 below.
Table 3
REGRESSION ESTIM ATES O F PER  CAPITA REA L CONSUMPTION  
FOR TH E UNITED STATES AND JAPAN






a0 -  259.47 -  146379
( -  1.25) ( -  2.45)








R 2 0.99 0.99
F  Statistics 3164.05 469.60
Prob >  F (0.0001) (0.0001)
M FD  is the sum of MD, monetized national debt, and FD, foreign held national debt. BD  is 
pet capita domestically held national debt; FD  is per capita foreign held national debt; 
Sources: Government Financial Statistics Yearbook, IMF, various issues. Y „ C, and C t_ , are 
the same as before. 
t statistics in parentheses.
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The estimates in Table 3 are in line with our earlier findings regarding 
the debt neutrality. In the case of Japan, the coefficients of income and one 
period lagged consumption, remain positive and significant at the 1 %  level. 
The coefficients of BD and MFD  are positive, but statistically insignificant 
at any reasonable level. The up-shot is that the Japanese agents are not 
affected by the wealth effect of national deficit or the liquidity that it 
creates.
In the case of the United States, the coefficients of income and lagged 
consumption have remained positive and significant at the 1%  level. But 
now the MFD coefficient, which is a proxy for the liquidity effect, is no 
longer significant at the 5%  level. It seems that the consumption specifica­
tion in the U.S., similar to that of Japan, is not liquidity constrained. But, 
unlike Japan, the wealth effect of the national deficit in the U.S. plays a 
significant role in making consumption decisions.
Finally, the R2 and the F  statistics attest to the goodness of fit of 
specification 3. The R2 =  0.99 shows a strong explanatory power of the 
consumption function by the independent variables. The magnitude of the 
F  statistics for both countries are quite large relative to the theoretical 
values, with the Prob >  F  =  0.0001. The same is also true for specifica­
tions 1 and 2.
III . Concluding Remarks
In this study we have focussed on whether national culture has any 
significant bearing on the manner in which economic variables are viewed. 
The motivation for the study is derived from the suggestion that culture 
influences consumers perceptions and preferences. It also shapes consumers 
attitude towards spending and other economic variables.
In order to test this view we selected Japan and the United States. The 
rationale is that the two nations are characterized by vast cultural differ­
ences. Japanese are heavily tradition bound in daily life as well as work. 
Americans, on the other hand, are traditionally mobile and continually seek 
change. Such linkage with tradition or freedom from it has created differ­
ences in the behavior and outlook of the economic agents in the two 
countries.
To analyze the behavior of agents in the United States and Japan, we 
consider their attitudes towards the national deficit. More specifically, we 
wish to ascertain whether the agents in the two countries consider national 
deficit as augmenting private wealth on which they base their consumption
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decisions or consider the deficit as an obligation to be paid by the future 
generations.
To this end we used three different specifications of the consumption 
function. All of the consumption functions conform to the life cycle-per­
manent income hypothesis of Modigliani and Friedman. These specifications 
are also broad enough to incorporate the insight associated with the rational 
expectations and habit persistence hypotheses.
Several distinct and important conclusions can be derived from this 
study. The permanent-life cycle notion of consumption seems to hold for 
both countries. In each case the standard of living as represented by one 
period lagged consumption exerted significant influence on current consump­
tion. Current income also had the theoretically correct sign and was statisti­
cally significant for each country. Current income, in the rational expecta­
tions parlance, represents new information that was not contained in lagged 
consumption.
Although the data do not support the strict debt neutrality hypothesis 
for either country, the similarity between the two countries stops here. 
Cultural traits seem to play an important role in viewing the national deficit. 
Economic agents in the case of the United States, view government bonds as 
a net addition to private wealth and include it as an argument in their 
consumption decisions. Such is not the case with the Japanese.
The Japanese economic agents do not consider government deficit as 
a net addition to wealth.. Thus, changes in bond holdings do not affect 
their consumption decisions. This distinction between the American agents 
and the Japanese counterpart is important. Despite the evidence that the 
Japanese do not reduce their consumption, yen for yen, to pay for the 
national deficit, they certainly do not increase their consumption spending 
due to bond augmentation. A justification may be advanced that the Japanese 
already have such a high rate of saving that they do not see the necessity to 
save more to pass on to the future generation. In addition, the Japanese 
parental emphasis on education is exceptionally strong. In line with the 
Tobin-Buiter thesis, this takes the form of an inter-generational transfer of 
human capital as an alternative to money bequest.
The data also reveals that during the sample period, neither the Ameri­
cans nor the Japanese had significant liquidity constraints in making 
consumption decisions. This is evidenced by the insignificant influence of 
the monetized debt on the consumption functions in Japan and United States.
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IL DEBITO PUBBLICO VISTO DA DUE DIVERSE CULTURE: IL CASO 
DEL GIAPPONE E DEGLI STATI UNITI
Questo articolo cerca di verificare l’influenza della cultura nazionale sulle va­
riabili economiche; sopra tutto sull’atteggiamento verso il debito pubblico e sulla 
percezione di esso da parte dei consumatori.
L’autore ha scelto il Giappone e gli Stati Uniti per l’enorme differenza della 
loro cultura. Sono state usate per la verifica empirica diverse specificazioni della 
funzione del consumo basata sulla ricchezza che includono il debito pubblico 
come uno dei suoi argomenti. Ne risulta che i tratti culturali sembrano avere un 
ruolo importante nell’atteggiamento dei consumatori verso il debito pubblico. 
Negli Stati Uniti gli operatori economici vedono i titoli di stato come una aggiun­
ta netta alla ricchezza privata che influenza le loro decisioni di consumo. Non è 
così per i giapponesi. La funzione di consumo dei giapponesi non tien conto del 
debito pubblico. Una delle implicazioni dello studio è che i tratti culturali hanno 
un ruolo importante nell’assegnare l’onere intergenerazionale del debito.
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SOCIETY, CULTURE AND INDUSTRIAL TRAINING:
THE ITALIAN AND JAPANESE EXPERIENCE COMPARED
by
P a o l o  T r i v e l l a t o  *
1. Introduction
The aim of this paper is to compare the basic conditions under which 
training and skill formation take place in the average medium-large firm in 
Japan and Italy \ The idea is to find out which social, cultural and organiza­
tional conditions are more apt to enhance the attainment of better results in 
industrial productivity. The Japanese case is of particular interest because 
in Japan training has proved useful in making Japanese managers and 
workers use such management principles as Continuous Improvement, 
Total Quality Management, Company Wide Quality Control. The experi­
ence of doing training in different Italian situations, namely in companies 
deeply involved in Total Quality Management projects, simultaneous engi­
neering, and continuous improvement has given reason to believe that train­
ing activity needs a wide background in order to be effective and that skill 
formation can really achieve results if it is part of a labour policy at 
company level.
I shall elaborate on some of the most relevant aspects which are 
featured by the Italian and Japanese systems for training and skill forma­
tion. In Section 2 I will examine how skill formation actually takes place in 
the two environments. In Section 3 I will sketch what seem to me the main 
organizational differences between the Italian and the Japanese firm concern-
* Università degli Studi di Milano, Facoltà di Scienze Politiche, Milano.
1 The average medium-large company with reference to Italy means excluding some Italian 
subsidiaries of multinational companies which have a long lasting policy on training and human 
resources development and the ones which do not do training at all, unless they are compelled 
to do so when they buy a new machine, or in which training is left to individual initiative, 
without being the object of specific policies or decisions.
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mg training Section 4 shows how the unions compare in the two countries 
again from the point of view of actual or prospective consequences for skill 
development. Previous educational experience of workers is considered a 
ey element in supporting the process of training. Section 5 deals with 
some features which make the difference between the two countries. Section 
6 draws up a list of conditions to be fulfilled in order to develop learning 
attitudes and learning abilities of the Italian labour force from the perspec 
tive of Total Quality Management. In the final Section I examine the subject 
in a wider perspective and I try to connect skill formation and human 
resources policy to social organization at large.
2. Training and Skill Formation at Micro Level in Italy and Japan
In this Section I will summarize how training takes place, describing and 
stressing actual and concrete behaviour and practices. When I  say “Italian 
firm” or “Japanese firm”, I  refer here to the average organization under 
scrutiny, namely the medium to large company. Most descriptions apply also 
to the organizations of the public sector in large cities or to the central 
government departments. For this part I draw on Dore and Sake (1989).
i u °r be§in 1 want to reca^ wliat companies expect from their
, ,  ? Uf l i  anJ the time PersPective of workers in the two countries. 
Although a large proportion of workers in Italy stay with the same company 
tor a long time (and many for their entire working lives) this steady relation­
ship does not have the implications which come from long-term employment 
in Japan. In Italy the enterprise looks for as many skills as possible to be 
present in the candidate; many firms already know that their search is 
doomed to frustration, but nevertheless this is still the pattern. In Japan a 
,ong term perspective means that recruitment is often for a career, so the 
criteria for selection concentrate on demonstrated ability to learn and on 
personality factors; what employers especially value in school leavers and 
graduates is a solid basis for on-the-job training. The well known complaint 
that schools and universities do not provide the competence that makes 
graduates immediately useful is not often heard of in Japan.
On the part of workers, in Italy retraining is not expected and when it 
comes it is resisted. Contrary to the popular story brought about by some 
academics, very few workers in Italy have experienced a radical change of 
job; neither have workers seen as possible a shift to a nearby career in their 
mid-liie. in Japan frequent retraining is seen as a necessary part of a normal 
career; sometimes corporations have diverted existing resources building up
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new expertise by mid-career recruitment. While in Italian firms trainers 
form a small, separate group apart, often including outside people who 
make specific contributions to particular programmes, in the Japanese firm 
in the long run everybody expects to be a learner from time to time; by the 
same token everybody expects from time to time to have to perform the role 
of teacher.
Some basic training, for instance learning how to run a new machine, 
takes place on the assembly line or at the shopfloor level. This is true for 
both countries. But most of the training activity is carried on in Italy in 
special classrooms located inside the factories, or at training centres, some­
time outside the factory or the office, in sessions that can last from one to 
three days, possibly one week. This is the reason why the typical indicator 
of training activity in Italy is : “Average number of days per worker spent in 
training”, while this statistic has much less meaning in Japanese firms where 
training is delivered on the job, with fairly high frequency.
Another point regards the individual versus collective effectiveness of 
training. When an Italian employee or a group of persons are sent outside to 
a course, it is implied that he/they are being given a privilege which will be 
of little benefit to the unit as a whole or to colleagues, and which might 
indeed enhance labour stratification. For this reason too, employees are not 
required to report on their experience in spite of the fact that it could be of 
interest to their colleagues. Something different happens in Japan: Japanese 
are good at note-taking and when the course is of wider interest, partici­
pants will be expected to use those notes to give talks themselves when they 
get back to their workplace. This especially is the case for outside courses 
aimed at updating people about the latest trends in markets, technologies, or 
legal requirements and of course implies a non-competitive attitude and an 
ability to make effective notes.
To put it bluntly, we can say that listening, studying, and taking part 
in discussions in a work environment is perceived in Italy as a tiresome 
affair without much gratification. Sitting around a table, discussing, improv­
ing, let alone studying at home are activities which remind workers of their 
schoolyears, and in which they do not wish and do not expect to engage in 
adult life. A rather different attitude seems to be widely shared by Japanese 
employees who often identify with the firm and who can be motivated to 
make extra effort without the immediate prospect of a salary supplement as 
a reward for taking a course. As Dore put it, “willingness to learn is part of 
what one is hired for, not just the ability to perform” and this is perhaps one 
of the most striking differences with Italy.
The main features of actual training are different in the two countries.
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The Japanese experience draws attention on less formal alternatives: one is 
mutual teaching in the workplace. This stresses the role of older, more 
experienced workers: teaching is part of the supervisor’s job. How well he 
trams his juniors is one of the criteria by which a senior worker will be 
rated; it is one of the things which determine his chances and promotions 
and in some firms the size of his bonus. Because promotion on the shopfloor 
1000 semo” ty constrained, not seniority determined (Dore and Sako, 
1?  •rP-' 90)’ feW people with responsibility for teaching have reason to fear 
that if juniors master their job they might be displaced.
While the same relationship between instructor and worker was found 
in Italy when vocational training centres were staffed by experienced work- 
ers as part-time teachers, now it is no longer the case and no incentives are 
o tered lor doing training, which is now seen in Italian companies as an 
extra burden beside ordinary tasks. As the status of a position/role is strictly 
connected with compensation (in money or in a more symbolic form) it 
comes as no surprise that training positions in Italy are not so prestigious. 
An interesting point to be made is that in the Japanese manufacturing sector 
one part of the training activity is geared towards suppliers. Some engineers 
in fact go around with subcontractors to make sure that their workers 
understand correcdy the sub-assembly needed.
The rotation of jobs is another way of doing training: induction rota- 
tion at the time of entry in the firm, and long-term rotation, later in the 
middle of working life. One purpose is to achieve flexible worker de­
ployment: when everyone is able to do two or three tasks absences are 
easier to cover. But better cooperation can also be achieved when everybody 
understands everybody else’s job. This is a very important point, especially 
in Total Quality Management: zero defect production, just in time, contin­
uous improvement and simultaneous engineering are all quite collective 
achievements. Rotation in different positions gives workers a grasp of what 
manufacturing (or designing, or shipping) looks like in other positions and 
shows them how everyone has to perform. High quality group performance 
is achieved when more than one person simultaneously checks for smooth 
working; this means also paying particular attention to so-called “weak 
signals , for instance the ability to spot when a machine is going to break 
st° p “  orr to do maintenance before it breaks down. As Koike 
(1990) clearly puts forward, skills we are talking about here are connected 
with manual work, but imply more and more intellectual content.
In the context of training learning materials and quality circles deserve 
special attention. The quality of learning materials in Italy varies according 
to resources; one seldom sees a cumulative process by which knowledge and
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rules are stored and made available to fellow colleagues or subsequent 
cohorts of new entrants. As a whole, Italians do not like rules very much: 
they prefer the content-side of a process. The same content can be ap­
proached in different ways, sometimes finding the appropriate touch to the 
situation by means of creative thinking. But creative solvers or decision 
makers are a rare breed and, more often than not, problems at shopfloor 
level are recurrent. Brief, clear manuals located near machines as well as 
clear hand-outs in the classroom would be invaluable (although not immedi­
ately appreciated), but are not available at present in Italy.
In Japan basic education produces a high level of written and oral 
articulateness: a lot of learning is based on the informal production of job 
specification and procedure manuals written by supervisors and used as 
teaching materials for self-teaching by newcomers to a job. As Dore puts it, 
“You do not just stay by Nelly; you read what Nelly has thoughtfully and 
meticulously written about what she knows” (Dore and Sako, 1989, p. 80).
Quality circles cannot be said to have been a success in Italy. In part 
this is due to a rather detached concern felt by Italian workers towards 
production; in part it is due to the Italian attitude to drop experiences only 
partly exploited — like- quality circles — under the pressure of solutions 
which appear to be new. But the main reason lies probably in the fact that 
Italian workers are less socialized to work in groups and are not in the habit 
of using analytical skills to carry on the appropriate analysis. As a conse­
quence quality circles have come to be seen as an imposition instead of as an 
opportunity. This latter perspective is more popular in Japan, where they 
have been managed in ways which help to enlarge the range of thought. In 
other words the development of analytical instruments to mobilize group 
analysis has been part of the learning activity in this country.
Let us now look at the persons involved, both trainers and trainees. As 
to the trainees, it is interesting to remember that in Italy induction courses 
(but also subsequent courses, later in working life) are preferably directed 
towards diploma holders or graduates: it seems that some sort of value 
judgement is implied which is absent in Japan, where training is made 
available to virtually everybody. This selective policy overlooks the fact that 
workers most contribute to the formation of the added value and conveys an 
image of stratification which is likely to have divisive rather than integrative 
consequences at shopfloor level.
As to the trainers there is a tendency in Italy to institutionalize the role 
and the position of trainer, not to mention the procedures of training. One 
hears of the need for training courses for trainers: this is not a mistake in 
principle, but the process seems to weaken the trainer’s position rather than
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to strengthen it. The trainer cannot be isolated in an ivory tower: a high 
status comes from a direct link to what has a high status, namely produc­
tion. Japan is a case in point: training is implemented in a matter that is 
seen as fruitful: training brings skills, and skills -  as we shall see -  are one 
criterion for climbing the company (or shopfloor) ladder.
While both in Italy and Japan training delivery is carried out together 
with other activities by trainers, this is felt as a cost-only burden in Italy 
owing to a lack of recognition in the form of higher earnings and to the fact 
that being a trainer does not improve a person’s career prospects. Research­
ers report that in Italy “it is almost as if the work of integrating young 
people into their new jobs is a toll to be paid rather than a normal, recog­
nized activity (Villa and Marchetti, 1991).
3. The Context for Skill Formation: Highlights of Italian and Japanese Firms
We now turn to look at training in the context of the organization of 
the hrm m both countries; our aim is to see what are the roles and attitudes 
of the different actors. Italian trainers often complain about the fact that top 
managers pay only lip service to training and to trainers themselves But 
they forget to mention that they often know little about their company’s 
organizational structure. With reference to the present topic, the relevant 
differences between Italian and Japanese firm can be summarized as follows.
The first important difference deals with the priority of personnel 
policy. In spite of the widespread rhetoric, in Italian firms personnel admin- 
istration is very low in management priorities, while in Japan it is among 
the highest. Probably in both countries having the experience of being a 
director of personnel does not help in a dramatic way to become managing 
director, but in Japan this position is more valued. As a consequence, a 
good deal of resources are devoted to personnel, in particular in the area’of 
training and skill formation. Employment regulations 2 are very important- 
they are guide-lines which help to predict behaviour and to solve problems' 
should they arise. Such rules could not even be contemplated in Italian
3 see them as something affecting workers’
rights . *3
Shugyo kisoku, sometimes translated also as “Rules of employment”, contain working 
conditions remuneration terms, duties and discipline common to all regular employees- this 
document functions as a labour contract. On the institutional framework of industrial relations 
in the Japanese firm see Inohara (1990).
3 Italian union have always been reluctant to establish regulations both on the bargaining
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The second difference refers to the types of hierarchy and to the 
classifications of workers which prevail in the two countries. According to 
traditional theory there are two ways of regulating firm’s organization: 
authority on one hand and exchange on the other, the settings being respec­
tively the hierarchy and the market. Now, what is interesting is to see how in 
these days the two ways merge and interact, possibly giving rise to a third 
way. There is no doubt that the hierarchical pattern is still dominant in 
capitalist-world companies. Italy is probably settled in the more traditional 
side of hierarchy. In Japan the horizontal hierarchy is more popular than the 
vertical one: this means that while foremen and bosses are still there, more 
and more tasks can be solved and accomplished by workers themselves 
without involving their foremen. “The relative efficiency of the J-firm 
depends largely on the ‘grass-root’ information-processing capacities of the 
worker to cope with uncertain events; those capacities are determined by 
the initial education level and experience. The relative efficiency of the 
hierarchical system depends largely on the professional capability of its 
managers and the quality of its communications technology” (Aoki, 1988, 
p. 41).
Social and intellectual skills are important in this context and are likely 
to be more valued and developed. Koike and Inoki (1990, p. 19-31) set out 
the issue very clearly. What is required from the worker is an ability to 
integrate different people with different competences. At that stage the 
ability to communicate in order to enhance the motivation of different 
personalities becomes critical. Especially at shopfloor level, both in industry 
and in services, the ability of workers, supervisors, managers to achieve 
continuous improvement, to spot the so called “weak signals”, to answer 
properly to the demands of outside or inside customers, are the very core of 
the competitive edge of the company. In such an environment vertical 
hierarchy is likely to do badly.
The classification of labour is a point which sharply distinguishes west­
ern firms from Japanese ones.
“In  the J-firm  hierarchy is a system of ranks, in which the remuneration paid to an 
employee depends on his or her rank and internal prom otion from  low er to higher 
ranks is based on a certain formalized standard. In  this structure ranks are not 
directly associated with particular jobs. Em ployees in the same rank can perform  
different tasks, employees in different ranks may perform  the same tasks. Rank  
ordering is not congruent with task assignments, as in the western firm. In this sense
external side and on their own internal organization. Also for this reason they have not been 
able to consolidate the early achievements. See on this aspect Accornero (1992, especially 
chapters 3 and 5), a balanced account of union life between late 60s and late 80s.
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it is misleading to  refer to internal organization o f the J-firm  as the internal labour 
m arket. In  fact rem unerations to employees are associated primarily with their ranks 
as such and not with jobs or individual output” (Aoki, 1 9 8 8 ).
In Italy the salary structure is more rigid: workers are paid according to 
the job they perform; often the same amount of money is paid to workers 
who do well, who do not so well, or who do badly.
This ranking classification of workers in the Japanese firm (and the 
different qualification system in Italy) are at the root of the different atti­
tudes towards training. While in Italy the worker has to be promoted to a 
higher position in order to increase his salary, and this promotion can be — 
but often is not associated with skill acquisition, in Japan the worker can 
climb the ranking ladder irrespective of the task performed and independent­
ly from a formal promotion. The main reasons for this climbing can be 
either seniority or skill acquisition. Hence the importance of training for the 
Japanese workers who try to improve their human capital as often as they 
can 4. Qualifications in Japan are not job related as in Italy; they are task 
related: that is why the training system, providing opportunities to gain 
new skills is so highly considered in Japan.
The presence of the horizontal hierarchy does not mean that competi­
tion is absent. The setting of the Japanese firm provides room for a lot of 
team working, where the good result of the group is a good result for every 
member and vice-versa. But at certain times the individual effort, perform­
ance and motivation are evaluated: at this point skills and ability play a deci­
sive role. I f  we keep in mind this process we can better understand why and 
how often and with what intensity Japanese workers engage in training 
activities.
The appraisal of workers’ performance is a process which is somewhat 
a black box in both countries. Data are lacking in Italy and in Japan; in the 
former country we could say that in general there is no evaluation at all at 
blue collars level (except for local subsidiaries of multinational corporations, 
but sometimes it is anyway resisted in these contexts as well). In Japan an 
appraisal process is said to take place following a very systematic way, i.e. 
the supervisor looks carefully upon his employees and weights how many 
skills are acquired, what is the contribution to the team, how deep is the 
sense of belonging, how strong the determination of striving for continuous
4 Although dismissed as ideological during the 70s, Human Capital Theory seems to fit 
with the Japanese -  and perhaps German -  training systems. For a general review see 
Chapman (1993, chapters 3 and 7).
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improvement. In some cases this evaluation is made clear to the person 
evaluated, in some others it is not. From some informal interviews with the 
human resource department of Japanese large companies we have had the 
feeling that the degree of subjectivity can be high, but it is counterbalanced 
by two or three levels of appraisal (the boss of the supervisor and the boss 
of the boss) and by the close contact with the person to be evaluated which 
is typical of the on-the-job training activity. In spite of some shortcomings, 
we might say that from the point of view of the evaluation training is an 
excellent opportunity to develop a reasonably balanced evaluation proc­
ess 5.
We have already shown that training and skill formation take different 
shapes in the two countries. Here I want to underline that the structure of 
the firm and in particular the structure of employment facilitates the smooth 
implementation of the human resources policy. For instance the relative 
abundance of labour in many companies makes it possible either to re-route 
individuals towards training duties or to spend more time on training along 
with normal working time, while accomplishing day-to-day tasks. As Aoki 
(1988) properly recalls, on the job training is not simply the same as 
experiencing one job for a long time: it means following a path which is 
usually carefully designed. This design takes time and resources, but is 
fruitful because it will influence the worker’s productivity in later years.
4. The Position of Unions towards Training Programmes
Sections 2 and 3 have shown that the activity of training and skill 
formation is linked to work activity and firm organization in Japan, while it 
is rather loosely coupled with the companies’ functioning in Italy. While in 
Japan training takes place pretty often, in Italy it is something which 
happens at definite points in work careers, and clearly less frequently than 
in Japan. Unions’ attitudes and behaviour help to explain this state of affairs.
’ Also in the case of evaluation the long terra perspective vs the short term has relevant 
implications; although what follows apply only to the core labour force of Japan, it gives an 
idea of the inner logic of the Japanese system. Note that as a matter of fact the same is true 
for Italy, namely workers are rarely fired; but there is no underlying evaluation process going 
on. “(in Japan) for the employer the ideal employment relationship is to have a stable and 
continuously improving workforce; for the employee, it is to stay with a stable employer with 
familial concerns for his employees. The application of this ideal to promotion means steady 
but slow promotion in the context of continuous development over a long period of time” 
(Inohara, 1990, p. 84).
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In Japan compensation depends on the rank in the hierarchy and this 
in turn depends on qualification and a demonstrated ability to train and to 
be trained. In Italy compensation depends on the job a worker performs 
and, although salary is now in part connected with merit, a strong egalitarian 
drive has kept low in the past the influence of merit at blue-collar level The 
story is somehow different for white-collar workers, whose merit can be 
taken into account -  although by means of non-standardized methods of 
evaluation 6.
All this shows that in principle unions should be involved in training 
issues, inasmuch as training issues are related to human resources policy 
and eventually to industrial relations in general. In this sense we have three 
subsequent levels, from the most specific to the most general, far-reaching 
one. The fact that unions matter seems certain in the Japanese case 
(Nakamura and Nitta, 1993; Shimada, 1992). Much less evidence is 
available about the participation of Italian unions in training and skill forma­
tion issues, as it is shown in the review by Negrelli (1989, p. 244-255) Let 
us now point out some major differences between unions in the two 
countries which have an effect on training policies.
The first difference is among an attitude of rigidity in Italian unions 
versus the flexibility adopted by Japanese ones. For reasons connected with 
the union upsurge of the late 60s and early 70s, Italian unions took very 
sharp stances in virtually every negotiation. Accornero (1992) shows in a 
very vivid manner how what was called at the time a “class union” 7, based 
on professional groups and categories, went on to enlarge its claims, pushed 
y blue collar metal workers. At that time the working class seemed to be 
the rising class and its leaders saw no reason in accepting compromises. By 
and large the same attitude is still alive in union representatives, although 
unions are on the defensive. Japanese unions probably never came so close 
to power as the Italian ones, and have developed, probably not only for that 
reason, a collaborative attitude towards enterprises and their management 
(Shimada, 1992). Unions have played an important role in what has been 
called Industrial Culture, meaning the establishment of positive rela­
tionships with management regarding personnel issues (criteria for merit, 
promotion and transfer), even in difficult times, as for example when thè 
industrialized countries had to overcome the two oil shocks. In a typical
In ihe Italian public sector attendance to training courses leads automatically to a higher 
qualification, without any proof of improved ability. This is why civil servants are keener to 
attend courses than employees in the private sector.
7 See especially chapters 1 and 2, where the author describes how a “permanent conflict” 
climate and an anti-industrialism attitude led Italian unions to loose ground.
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reinforcement mechanism, early achievements in the Industrial Culture have 
encouraged unions to go on in their flexible bargaining attitude, so now they 
can count on results that are appreciated by workers.
Italian unions have no actual and agreed upon training policy (they 
have never had one). Negotiations on salary and on more political issues 
took centre stage, pushing aside other apparently less important issues such 
as training. It is true that Italy’s poorly educated labour force had suffered 
in the past in the hands of very old-style entrepreneurs who were against the 
development of their employees, but the main reason of the unions lack of 
involvement was the self-perceived aim of labour, namely to triumph over 
the counterpart, in what was depicted as a political struggle. This un-collab- 
orative, conflictual attitude, which shows the differences between Italian 
and Japanese unions, reached its peak in the mid-seventies, when Italians 
simply did not believe that national companies were in difficulties after the 
first oil shock, and persisted with their claims (Accornero, 1992, p. 144).
Italian unions are not involved in training matters also for other rea­
sons: first they have always been careful to concentrate on the short term 
and, second, they have always adopted a strongly egalitarian perspective. 
How could a union talk of training while at the same time claiming equal 
wage hikes for all? Interestingly enough, this pervasive attitude towards 
equality was a major cause of the growth in union membership, but was 
then one of the main reasons for the unions decline which started in the 
80s. Japanese unions in contrast preferred and still prefer to stick with a 
long term perspective, where inequality is accepted if grounded on evalua­
tion of merit and performance: hence the emphasis on training and skill 
formation.
One last point has to be made and it regards the different attitude 
toward respectively contents and rules. Italian unions have been opposed to 
any regulations and procedures inside and outside their organization. The 
regulation of strikes, already contemplated by the post-war Constitutional 
Law of the country, came only in the late eighties. Unions prefer to negoti­
ate with as much degree of liberty as possible, without any restraints; but 
enlarging more and more the scope of claims has led to frustration on the 
side of unionists and to exit on the part of workers. In other words Italian 
unions have tried to achieve a lot but they are ending in a difficult position 
also because they have not been able to consolidate what they were going to 
achieve step by step. Quite a different attitude has characterized the typical 
Japanese unions which are now in a rather strong position 8 as they helped
8 There are many attempts to dismiss the collaborative attitude of Japanese unions as
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to establish rules which, although binding the labour movement from a 
certain perspective, from another they have been a basis for a steady im­
provement of workers’ positions (Nakamura and Nitta, 1993).
A tentative, partial conclusion can be drawn at this point. The compari­
son made so far between Japan and Italy has shown that Japan has some 
basic features which differ from the ones of Italy, namely: different more 
hierarchical organizational setting; different union backing: they are more 
involved in industrial relations; different ways of delivering training: there 
is more on-the-job training. So what about the possibility of achieving better 
productivity/economic performance through improved training and skill for­
mation, following at least in part the Japanese pattern?
In principle it is perfectly possible to enhance continuous improvement 
(and related management techniques) via enhanced training and skill forma­
tion practices. As a matter of fact the programs of training which have been 
largely adopted by the Japanese companies were firstly developed by Ameri­
can companies during the war; these programs have proved useful “not 
because of the accepted principles of good management they cover, but 
because they are successful in getting them used, and on a national scale. 
That, surely, is something any country could benefit from” (Robinson and 
Schroeder, 1993, p. 56). But once training techniques are bettered, the 
differences in organizational setting and in union backing would make a 
difference, hence we cannot expect any major change from training policy 
per se. Moreover, the conditions for the training policy to be effective are 
not only tied to the shopfloor organization, but also to the workers’ back­
ground: we now look at the deeper roots of the training efficiency, namely 
at the contribution given by the educational system in providing an appro­
priate background.
5. The Roots of Learning Attitudes: How Educational Systems Differ
The more the previous learning experience has been satisfactory, the 
more workers are likely to engage fruitfully in training activity. The degree 
of involvement may vary, and probably the features of training, whether 
voluntary or compulsory, will at the end of the day determine participation.
right-wing, pro-entrepreneurs, against the real interest of workers, and so on. A better 
understanding of relations between labor and managers on the one side and labor and 
politicians on the other side in the last 50 years can help to put the analysis in perspective. See 
G aron and Mochizuki (1993) and G ordon (1993).
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It is, clear that the outcomes are related to the intellectual tools workers 
have already acquired.
Dealing with industrial training without taking into account previous 
school experiences would imply the risk of expecting results which are 
simply unrealistic if the “soil” in which the training “seed” drops is not good 
enough. To continue with this metaphor, we know that in order to obtain a 
good crop we must have good seed, a fertile soil, the proper quantities of 
water and sunshine, and of course we must take care and plough properly. 
Now suppose that the seed is good and available everywhere (training 
techniques are no secret); suppose also that weather conditions are good 
enough (industrial relations can be smooth and unions willing to collaborate); 
if such is the case, what makes the difference is the way we plough, (i.e. 
the way the programmes are applied) and the quality of the soil - i.e. a 
certain number of pre-requisites (e.g. institutional context, attitudes, compe­
tence learnt through education, motivation) which may or may not be 
present among workers and management.
I make this distinction because I think that too often one expects great 
outcomes from training without taking into account the condition and the 
attitude of those being trained. It seems to me that Japan is in this respect 
in a better position: its training system is working well in itself and a 
positive attitude and solid educational background can generally be expected 
of workers. On the other side, the Italian population believes in the 
importance of knowledge and credentials, but only to a limited extent. 
Everybody knows the importance of having a school or a university certifi­
cate, but this is mainly due to what is perceived as the credentialist way of 
allocating jobs. The functionalist creed according to which more and more 
skills are necessary to cope with employers’ demands is not something in 
which Italians believe. This is another reason why Italians expect to end 
their learning when they leave school. After that, real life begins, where you 
are expected to do your best and possibly to succeed; success, however, is to 
be attained by personal achievement and outstanding personal features 
rather than by a willingness to learn. In Japan the situation is the other way 
round. School has a high status in public opinion and the key importance of 
learning, first impressed upon students during their schoolyears, lasts 
throughout their working lives. This is a remarkable results which comes, 
according to Cummings (1980), from an excellent quality of the school 
process and in particular from the quality of teachers 9.
9 One fact which is world-known is the ability to study in group of Japanese students and, 
as they grow older, to work in team. On this topic and on the relationship with corporate
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A wide range of facts and events lies behind the differences between 
the educational systems of the two countries. One is that in Italy the pace of 
development has been slow, with peacemeal changes made over the last 130 
years to spread education, whereas in Japan the development has been fast, 
with accelerations at the beginning of the century and after W W  II  (Dore, 
1976). While in Italy, e.g., dominant classes were for long (until the 1940s) 
uncertain about the desirability of mass primary education, in Japan they 
believed from the beginning that education would contribute to the loyalty 
and the productiveness of the population. As a result there are still illiterate 
people in Italy among the old citizens (more among women), while this 
phenomenon is of negligible importance in Japan (OECD, 1992).
The answer to the problem we pointed out at the beginning of this 
section is now clear. Neither excellent training techniques in the absence of 
good background nor excellent educational background without sufficiently 
good training techniques can bring satisfactory outcomes. The two pure 
solutions stand as the extremes of a continuum: on the one hand there is the 
technical interpretation which implies that good methods can be applied and 
implemented everywhere. It is a matter of management ability, determina­
tion and will (it is a matter of “ploughing”). On the other hand there is what 
we could call the cultural interpretation: some conditions or features can 
facilitate the adoption of certain policies, making their adoption a smoother 
process. Those features can be of cultural, institutional or organizational 
kind (in this case it is a metier of soil). The real case is somewhere in 
between, where different factors play their role, with variable intensity 
according to sectors, regions and time period.
At present it is safe to say that unless there is a solid background, 
training programmes can achieve little. In other words it seems that it is 
virtually impossible for training techniques, however sophisticated and de­
veloped, to counterbalance a shortage of background. Indeed, on the contra­
ry, a good background is likely to enhance training techniques. As to the 
educational background of the labour force Japan is ahead of Italy.
6. Constraints and Hindrances to Efficient Total Quality Management and 
Skill Formation in Italy
At this point I  want to build on the analysis developed so far to
values see T suneyoshi (1993). An interesting point regards the origins of this method of teach­
ing: the trend seems to date back to immediately postwar years when schoolteachers, mainly 
influenced by left-wing pedagogics, used to read the works of Krupskaja, a strong advocate of 
group studying. I owe this highlight to M. Nitta.
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indicate which conditions have to be fulfilled in order to implement success­
ful training policies aimed at Total Quality Management practices. I will 
focus on hurdles and constraints that have to be overcome if the process is 
to be successfully implemented. If  a Total Quality policy is adopted in 
Japan, the training guide-lines will follow in a consistent way according to 
the well tried training-on-the-job system which is a peculiar feature of the 
Japanese system. Total Quality is an all-encompassing way of working and 
can only be learnt while working, at the workplace or in connection with 
working activity. Although some background features at personal level can 
help a lot — e.g. educational background, personal attitudes, social skills — 
there is no specific method of training which makes a decisive contribution 
to the attainment of Total Quality control. An example will clarify the point. 
Sometimes training is done once and for all when a new technology is 
acquired; in this case some people are sent to the manufacturer’s factory in 
order to become familiar with the new machine. All this sounds necessary 
and sensible, but what about continuous improvement? The machine can be 
improved, or the use of the machine can be bettered. This implies a steady 
attitude towards training and skill formation, which is very much part and 
parcel of Total Quality policy.
So far in most Italian companies Total Quality policy has been enacted 
and implemented basically as a technique (i.e. something which can be 
applied everywhere), devoting little attention to organizational implications 
or to training needs. Although generalizations are difficult, we can say that 
most consultants have worked hard mainly on the manufacturing side, but 
less on the organizational side and very little on the training side. This 
shortcoming becomes more apparent when one has to deal with services, 
where the margins for technical implementations (such as the modification 
of factory outlines), are narrower. By the same token there is a technical 
side of Total Quality control: for instance a good statistical background is 
in order to monitor manufacturing processes and marginal improvement.
Total Quality control policies have often been adopted in Italy as a 
remedy for declining performance. But the lack of a learning attitude 
prompting managers to study the implications of these programmes has 
made them overlook a critical point: time span. The companies which have 
achieved the best results have been working on total quality for more than 
ten years. The short term perspective now more fashionable than ever, has 
in a sense compelled managers to demand immediate results. A learning 
company would not make that mistake, but when results have not come 
after a few months — as was only to be expected — some managers have 
dismissed total quality attempts. Total Quality Management and the related
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training activities constitute a top-down process. The importance of going 
Total Quality is not shared by the middle and middle-higher management of 
many Italian companies which have formally decided to undergo expensive 
reorganizations. In this case the core issues, once transmitted to workers, 
are resisted by both foremen and bosses. Formally everybody is pro Total 
Quality but when it comes to apply it resistance appears in the form of 
inconsistent behaviour and lack of involvement. Bosses are especially scepti­
cal about the function of training. In this respect they are probably no 
exception: they belong to that large group for whom schooling has not been 
a rewarding experience and who have possibly witnessed promotions for 
other reasons than merit. These people embody one of the main hindrances 
to effective training and skill formation: in their priorities training for 
themselves and for their employees comes last. Every sort of unexpected 
event can make them suspend or postpone a training session.
One particular remark can be made about the typical Personnel Direc­
tor in Italian firms: very often a graduate in Law, with no experience in 
organization or education, he chooses training programmes. Those pro­
grammes are offered by external bodies (internally designed programmes are 
usually resisted, owing to the low profile of the trainers who originate them) 
and the Personnel Director is often at a loss in deciding on a particular 
programme. He frequently does not understand what is being offered to 
him. Even when he does understand the content and the implications of the 
offer, he probably has some difficulties in deciding which programme best 
meets his company’s needs. If  one keeps in mind that very often the pro­
grammes offered by external bodies are unclear about aims to be achieved 
or are ambiguous as to the means of achieving them (because often the 
prospective buyer has not told all the story), we can reasonably conclude 
that this sort of activity is very unlikely to deliver any positive outcome.
In order to improve this state of the art trainers could be requested not 
to do or to design training, as the analysis of needs required to design 
training is very problematic; they should in turn play the role of facilitators, 
helping workers and employees to come to grips with what they really need 
and what they really like. As a consequence, training may eventually be 
taken more positively.
Lastly, unions’ support have to be gained. In Italy unions’ specific 
bodies have been and still are providers of training for school leavers. In 
the past years their contribution has been important, but now there is no 
guarantee about the quality of courses they offer. This is because unions are 
recipients of subsidies for organizing such courses. In this respect they are 
not different, from other private bodies offering courses for school leavers :
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they exhibit a low degree of selectivity, an emphasis on personal ties, and a 
tendency to keep alive courses which are outdated.
But unions can play a relevant role in enhancing training inside compa­
nies. Their attitude so far has been far from positive and they have shown 
no sign of developing the challenging function they have been able to 
exercise on other issues of industrial relations, namely employment and 
wages. The point is that employment and wages are becoming more and 
more tied to productivity and to the ability to compete, and hence to the 
skills of the labour force. This again is something the unions at present seem 
not open to admit, let alone to take into consideration.
7. Concluding Remarks
The comparison of training and skill formation policy in Italy and 
Japan leads to conclude that while in Italy training is a stand-alone issue, to 
be dealt with at some intervals, in Japan it is part of human resources 
development policy. As a whole, one might conclude that the interaction of 
various actors in different contexts leads to different outcomes; those out­
comes can be summarized with a deep attention to human resources which 
leads in turn to an average high -  and steadily growing — qualification 10.
What seems interesting at this point is to put the issue regarding 
human resources development in a wider perspective. The question is: is 
there something which helps to characterize the differences which have been 
described not one by one but as part of a general frame of reference? In 
other words, is there a way of conceptualizing at a supra-cultural, cross-coun­
try level some issues such as:
a) the different degree of emphasis placed on human resources in the two 
countries and
b) volatile attitudes and values such as loyalty, a sense of belonging, 
shared aims, collectivity first/individual second, consensual conflict solving?
W e have seen that some of these elements are present in Japanese 
companies and we can consider them in relation to the remarkable achieve­
ments of the Japanese economy. Is it possible to look at these features using 
a yardstick good also for other countries, freeing us from the uncomfortable 
tautology that what we see in a country (in this case Japan) is typical of that 
country?
A concept which can help is that of orgware, put forward by G.
10 Fiat, the Italian carmaker, is on the right way as far as continuous improvement is 
concerned at the assembly line level and in the relationships with suppliers. According to Bo- 
nazzi (1993) it seems that also the workers’ support has been gained.
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Fodella (1993), who tries to understand the highly dynamic economies of 
Japan, China, Korea etc. in terms of it. According to him hardware (raw 
materials, machinery, human resources) and software (techniques and 
managerial capabilities) are no longer -  in fact they might have never been -  
sufficient to master the process of economic development. Instead, in an age 
of easy and cheap transportation and communication, what is really relevant 
is the way people mobilize hardware and software around the world. To do 
so it is necessary to reach a high degree of social efficiency, which in turn 
allows economic efficiency. Fodella sees the main points of this social effi­
ciency in terms of predictability of behaviour and reliability of persons and 
institutions; where predictability and reliability are high, the gap between 
the norm (law, tradition, rule) and the actual everyday behaviour is narrow, 
and orgware is high, that is of high quality. According to him Japan, 
together with other East Asian countries, have an orgware of high quality, 
and this is one reason (possibly the reason) for her present economic 
predominance.
This conceptualization, to be applied and verified in future research, 
seems seminal from a sociological point of view. Its implications for policy 
are far-reaching, as the long term perspective is stressed; high quality org­
ware is present when the time span is wide, when there is time to care for 
the interests of the company but also for those of the family and the 
individual, when the long-term good is not sacrificed in the name of short­
term performance. This concept fits rather well with what we have seen 
about training and human resources policy and practices in Italy and Japan. 
The tentative conclusion is that Japan has come to have an orgware of high 
quality, while Italy has a poor quality orgware. The usefulness of the concept 
seems in fact to be manifold:
a) a micro-level analysis of training is encompassed into a more general 
interpretative level;
b) comparative analysis is enhanced and can count on a culture-free 
indicator;
c) researchers have food for thought as they engage in studying the 
question of what underlies orgware in different countries at different times: 
if orgware proves to be critical, what can be done to improve it?
The concept of orgware helps to understand the extent to which Jap­
anese experience in skill formation can be or cannot be exported else­
where u . Japanese solutions provide challenging examples of when, how
11 See Demes (1992) for a sum-up, in a European perspective, of major problems involved 
by the lean production. A different point of view, namely the degree of Japanization in 
overseas Japanese transplants is adopted by Abo (1993).
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and where they have been viable, thanks to a certain orgware. While we 
must not lose sight of the internal differentiation of Japanese economy and 
society (big corporations are not the whole of Japan) we may nonetheless 
conclude that just like Japan has found her way, learning from other coun­
tries and at the same time retaining her core features, other countries too 
could re-engineer and innovate their organizational structure (their orgware) 
while keeping loyal to cultural basics of their own. In this sense Japan has 
played the very important role of providing the rest of the world with a 
standard, a term of comparison. While nearly every element of training 
techniques and management principles we have examined are in themselves 
exportable and reproducible, the interaction among them and with the local 
context brings about more constraints, and widens the time span more and 
more.
From an Italian point of view, if one wants to make the training 
contribution larger and stronger one has to be aware:
— of what orgware means,
— of the constraints which are in place,
— of the fact that while orgware shapes institutions the reverse may not 
be true.
In other words industrial relations and human resources policies are 
very unlikely to change just because a bill or a regulation is enacted: first of 
all a change in social and work relations has to take place and then regula­
tions will probably change accordingly.
Once Italy has a higher level of orgware also the training will probably 
work more efficiently, possibly in a different, more appropriate framework 
of industrial relations.
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SOCIETÀ, CULTURA E FORMAZIONE PROFESSIONALE NELL’INDU­
STRIA: CONFRONTO TRA L’ESPERIENZA ITALIANA E GIAPPONESE
In questi ultimi anni le imprese italiane hanno introdotto nelle loro fabbri­
che principi manageriali per il controllo della qualità e il miglioramento continuo 
del prodotto. La filosofia di base e le regole operative vengono dal Giappone 
(sebbene siano state inventate negli Stati Uniti) la cui performance è vista dai 
concorrenti come un punto di riferimento. In questo contesto la formazione del­
la forza lavoro è considerata una leva strategica. Questo articolo illustra i diversi 
modi e mezzi di organizzare la formazione professionale nel contesto industriale 
in Italia e in Giappone, le significative differenze nell’organizzazione aziendale 
dei due paesi e il diverso ruolo dei sindacati. Come conclusione, l’autore racco­
manda di considerare le differenze nell’organizzazione sociale dei due paesi per 
spiegare le diversità di performance dei sistemi industriali italiano e giapponese.
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TRANSPORTATION IN JAPAN
by
J oseph A. Martellaro *
I. Introduction
With the possible exception of the most basic of economies, an adequate 
transport system is fundamental to any developing nation which is aspir­
ing to achieve or which has already risen to the ranks of economic moderni­
ty. At least eight aspects are generally considered by planners and construc­
tion engineers when confronted with the task of planning and/or expanding 
the nation’s transport system ’. First, distance must be considered. The 
distances achieved through various kinds of transportation are indicative of 
(a) the extent to which a nation has shaped its terrestrial space and (b) the 
extent to which the nation has shaped itself. Smaller than California but 
somewhat larger than Italy, Japan’s land mass equals 379,383 million square 
kilometers, or 145,856 square miles.
Second, the direction of various established and planned air corridors, 
rail lines, riverways, and roads must be considered. Obviously, the direction 
of waterways are generally preordained, exceptions being those instances 
where nature and man have rerouted rivers and other waterways. Third, the 
volume of human traffic, present and projected, is an important aspect to be 
considered. Japan’s population of some 124.23 million (July 1990) man­
dates the need for a well planned, complete, and balanced transport system, 
for the populace relies heavily on public transportation. Furthermore, it is 
generally recognized that the configuration of the transport network can be 
both the cause and the effect of the geographic distribution of the popula­
tion and economic activities. *I
* Department of Economics, Northern Illinois University, DeKalb, IL . (U.S.A).
1 See Cole (1967, p. 121-27). Also see Martellaro (1992, pp. 4-5).
I While this issue was going to print the editor was informed of the sudden death of 
Professor Joseph A. Martellaro. It is with great sadness that the editorial board of this journal 
greatfully remembers his longstanding, valuable and irreplaceable collaboration.
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Fourth, thé mode of transportation used to carry a variety of items 
figures importantly, for although several means of transportation may be 
used to move the same kind of goods, each type of transportation offers its 
own unique advantages and disadvantages in transporting a particular kind 
of good. Fifth, time and place utility must be considered, i.e., getting the 
right things in the right place at the right time, especially as related to land 
mass and topography. Sixth, when goods are to be transported, the physical 
characteristics (such as viscosity, volume, and weight) and non-physical 
characteristics (such as gaseous state and perishability) of such goods figure 
importantly, not only in the planning of the transport system per se but also 
in the planning and construction of adequate storage facilities and other 
auxiliary support systems.
Seventh, the geographic features of a nation figure importantly in 
shaping a transport system. Moving from north to south and then to the 
west, Japan consists of four principal islands;! Hokkaido, Honshu (“the 
mainland”), Shikoku, and' Kyüshü. Japan’s islandic features, its limited land 
mass, its lack of natural resources, and its need to import resources, have 
been factors in shaping the nation’s transport system 2. Therefore, the means 
available for moving food supplies, raw materials, and manufactured goods 
to wherever they are needed nationally and to Japan’s leading ports for 
export is a matter of utmost importance. Clearly, the reverse holds true 
relative to imports.
Eighth and related to most, if not all of the aforegoing factors, the 
planning and construction of a complete transport system entails the determi­
nation of the relative costs of establishing, operating, and maintaining each 
mode of transportation, particularly when they serve as substitutable means 
of transportation. The reader might well wish to keep the above eight 
factors in mind throughout this article.
The purpose of this article is threefold. First, a brief survey is made of 
the early development of the Japanese transport system. Second, attention is 
given to the present-day absolute reliance on several modes of transporta­
tion; in so doing, their relative importance emerges. Third, in the conclusion 
the author will summarize his findings, and although crystal ball gazing is 
often fraught with danger, he will also express his thoughts as to what 
might well be some future developments in the Japanese transport industry.
2 In no small way, the natural obstacle of inter-island transportation has been overcome 
by increased air and ferry service. But also mitigating the problem has been the construction 
of key bridges and tunnels, carrying autos and trains, serving as transport links for the four 
major islands. The Setô (Ohoshi Bridge System, a system consisting of seven bridges linking 
Honshü and SI ikoku and the Seikan Tunnel from Honshu to Hokkaido are examples.
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II. A Glance into the Past
The opening sentence of this article stressed the importance of an 
adequate transport system for a nation aspiring to achieve or which has 
already attained economic modernity. In the case of Japan, the expansion of 
the transport system over the decades was usually sufficient to keep apace 
with the changing needs of the nation’s rapidly growing economy. The year 
1868 is generally accepted as the beginning of the modern economic and 
political history of Japan, for in that year, the Tokugawa Shogun was 
replaced by the Meiji Emperor. The Meiji Rule lasted almost one-half centu­
ry, from 1868 to 1912. The average annual growth rate of real Gross 
National Product during the period of 1885 to 1898 equaled an impressive 
4.33 percent, followed by a modest rate of 2.27 percent for the period of 
1898 to 1905 3.
The Meiji Government viewed the closing of the economic gap with 
the West as one of its cardinal goals. Two popular slogans of the time were 
Shokusan-Kogyd, meaning industrialization (which implied importing West­
ern technology), and Fukoku-Kyohei, i.e., the creation of national wealth 
and the building and strengthening of the nation’s military forces. By the 
end of the Nineteenth Century, Japan was not only transformed from a 
feudal society to a modern, Western-emulated economic society but it had 
also shown signs of becoming a military power.
Among several important economic and political accomplishments 
under the Meiji Government, e.g., establishing a postal system, creating a 
central bank, forming a civilian government, and adopting a constitu­
tion, was the construction of a railroad system and the expansion and 
improvement of the nation’s road network 4. The first Japanese railroad 
which linked Shimbashi and Yokohama was built in 1872, and by 1900, 
some 6,200 kilometers, or 3,875 miles, of railroad had been constructed 5.
The period of 1905-19, which encompasses seven years of Meiji Rule, 
witnessed an average annual growth rate of 4.21 percent in real GNP. 
Well beyond the Meiji Era, i.e., 1932-38, Japan boasted a growth rate of
3 Ito (1992, p. 17).
4 The construction of a major network of roads had been undertaken during the Tokugawa 
Era, 1603-1868, as was other infrastructure. The practice of the “alternate attendance” (Sankin- 
Kdtai) of feudal lords (daimyo) in Edo made the construction of a good network of roads 
imperative. In passing, it ought to be mentioned that the Tokugawa social structure was based 
on a rigid distinction of social classes: the military (Shi), peasants (No), craftsmen (Ko), and 
merchants (Sho). See Ito  (1992, pp. 7, 8 and 20).
’ Ito (1992, p. 20).
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6.0 percent6. In his study of the average rates of growth of national output, 
population, and per capita product for all non-Communist developed coun­
tries with long-term records of five decades and more, Simon Kuznets made 
some interesting observations. In the case of Japan, Kuznets viewed the 
period of 1874 to 1879, rather than 1868, as the beginning of modern 
economic growth in Japan. Over a long-term period of 88.5 years, Kuznets’ 
data reveals that the average annual growth rate of Japan’s income was 4.0 
percent, while population growth was but 1.1 percent. From 1950 to 1973, 
the real GNP growth rate averaged somewhat more than 10 percent, and 
although from 1973 to 1988 the average annual growth rate decreased to 5 
percent, nevertheless, it was impressive by any standard 7. Clearly, the 
economic growth experienced during the Post-W W II years was but a 
continuation of the previous economic expansion 8.
The data which follows provide some insights as to the growth of the 
Japanese transport system during the years immediately preceding and subse­
quent to W W II9. During the period of 1930 to 1940 inclusively, rail 
freight transportation rose steadily, from 70.88 million metric tons to 145.75 
million metric tons, an increase of 105.63 percent. During the years imme­
diately following W W II, rail freight transportation showed a quick recovery 
despite the adverse effects of war; the volume of freight rose from 95.88 
million metric tons in 1946 to 157.63 million metric tons in 1954 10. But as
6 Not unlike other industrial nations, the Great Depression did adversely affect the 
Japanese economy; however, the Japanese economy was not as severely affected as were the 
European and the American economies. Professor Ito suggests that the Japanese economy was 
less negatively impacted for four reasons: (a) In the year 1929, the economy had not peaked 
in the business cycle, (b) Finance Minister Korekiyo Takahashi had implemented an aggressive 
expansionary fiscal policy in 1931, (c) Japanese exports were spurred by the devaluation of the 
yen, and (d) the economy was given impetus by rapidly growing military expenditures. (Ito , 
1992, p. 14).
7 In passing, several things are worthy of mention regarding Japan’s impressive growth 
during the Post-W W II years. The pursuit of growth was an overriding element of Japan’s post­
war economic policy, clearly manifesting itself up to the early 1980s. First, indicative planning 
was put into practice, applied to both the private and pubblic sectors. Second, relative to 
lending, artificially low interest rates prevailed but with a measure of control and direction 
from the center. Third, restrictions were imposed relative to the competition between firms. 
Fourth, restrictions were also placed upon imports. Among the nations of the Organization for 
Economic Cooperation and Development, OECD, Japan’s economy ranks as the largest, next to 
the United States.
8 For data in this paragraph, see Kuznets (1971, pp. 13 and 39, Tables 1 and 4 ); also see 
Ito (1992, pp. 3, 16 and 17).
9 Bank of J apan (1956, pp. 245-46).
10 Estimates set Japan’s W W II losses as considerable; destroyed were some 25 percent of its 
national wealth, almost 30 percent of its structures, and at least 40 percent of its total transporta­
tion network.
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a means of hauling freight, motortrucks began to supplant the railroads as 
the primary mode of transportation. During the eight-year period of 1947 to 
1954, freight carried by motortrucks rose progressively, from 175.00 mil­
lion metric tons to 488.43 tons — an increase |of 2.8 times.
To accommodate the growth of coastwide and outward shipping, the 
merchant fleet explanded from 1,370 ships (4.062 million gross tons) in 
1930 to 1,819 units (5.68 million gross tons) in 1940. However, mostly 
due to war losses, the merchant fleet in 1946 consisted of 813 ships (1.39 
million gross tons) — a reduction of 76 percent in tonnage. Nevertheless, 
over the next ten years alone, 368 ships totaling 2,010 gross tons were 
added to the merchant fleet. Substantial numbers of merchant ships 
continued to be added thereafter; by 1984, the Japanese merchant fleet 
consisted of 10,425 ships; their total displacement was 40.4 million gross 
tons. Presently, the fleet is ranked as the world’s second largest.
III . The Transport System Today
Through several decades, as stressed earlier, Japan was generally suc­
cessful in expanding its transport system in order to support its rapidly 
growing economy. At this juncture, it is desirable to place focus on Japan’s 
present transport system, a system which many experts consider as being 
one of the finest in the world. Figure 1 provides insight as to the nation’s 
main routes of railways and roads plus the location of its principal airports 
and seaports at the end of 1989 11. Throughout this section, reference will 
be made to Table 1 which contains data showing the relative importance of 
the various modes of Japan’s transport system. The table presents data for 
selected years spanning 1960 to 1979.
A. The Railways. — As was stated earlier, the first Japanese railroad 
linking Shimbasi and Yokohama, was constructed in 1872, and by the turn 
of the century some 6,200 kilometers of track had been laid. By 1990, 
almost 27,330 kilometers, or 17,080 miles, of track was in use, a 22.9 
percent increase over that of 1980. O f the total rail system, some 5,725 
kilometers are double and multi-track. (See Figure 1 for the main rail 
routes).
O f the total rail network, 25,315 kilometers consist of 1.067 meter
11 Permission granted by the Library of Congress for this author to reproduce this map as 
it originally appeared in Dolan and W orden (1992, pp. 241-42).
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narrow gauge. A large proportion of the system is electrified; 11,050 kilo­
meters in all. Of the electrified rail system, 9,038 kilometers consists of 
1.067 meter narrow gauge; the remainder is 1.435 meter standard gauge. 
The electric powered Shinkansen — dubbed the Bullet Trains — operate at 
speeds as fast as 240 kilometers, or 150 miles, per hour, on special track 12. 
Approximately 48 percent of all locomotives used are electric, while the 
remainder are diesel.
Until 1987, the Japanese railway system was predominantly gov­
ernment owned, operating as the Japanese National Railways, JNR. 
However, the JNR met with hard times, particularly during the 1980s. As is 
evident in Table 1, rail passenger service roughly stabilized during the 
period of 1975 to 1985, in a large measure attributable to the growing 
popularity of automotive travel which rose from 251.0 billion passenger-kilo­
meters in 1975 to almost 384.0 billion passenger-kilometers in 1985. Al­
though after a fast start during the period 1960 to 1970 passenger service 
by motorbus leveled off from 1970 on to 1985, nevertheless, as a means of 
passenger service, transportation by motorbus did its bit to attract business 
away from the JNR. It is also noteworthy to observe in Table 1 the decline 
of the railways as a means of transporting freight from 1960 to 1987. 
Freight transport by rail was primarily pre-empted by freight transport via 
motor vehicle.
By using the data provided in Table 1, some interesting computations 
may be made. Whereas in 1960 the rail system accounted for 38.8 percent 
of the total freight shipped and 75.7 percent of passenger service, the rail 
system in 1989 carried only 4.9 percent of the total freight and 33.9 
percent of passengers transported. Furthermore, whereas in 1960 motorbus 
and private automobiles combined accounted for 23.0 percent of passenger 
service, in 1989 61.2 percent of the nation’s passenger service was ascriba- 
ble to motorbus and privately owned automobiles. In 1989, privately owned 
automobiles alone had convincingly gained a position of primacy as a means 
of passenger service, accounting for 51.2 percent of the nation’s total passen­
ger-kilometers traveled.
12 The first of the Bullet Trains, i.e., the Tokaido Shinkansen (Tokaido New Trunk Line) 
between Tokyo/ and Osaka, became operative in 1964. The popularity of the line, in no small 
way, encouraged the Japan National Railways to extend high speed service to other localities. 
W ith the completion of the Sanyo Shinkansen in 1975, service was extended to Hakata, 
Kyushu. In 1982, the Joetsu Shinkansen connected Tokyo and the Niigate Prefecture. The 
Tokoku Shinkansen linked Tokyo and the Iwate Prefecture. Unfortunately, notwithstanding the 
popularity of the Bullet Trains, the gratifying profits they generated were not sufficient to 
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Besides the growing reliance on motor vehicles as a means of transpor­
tation during the period of 1975 to 1985, adding to the woes of the JN R 
were (1) significant financial losses, despite fare increases, (2) internal 
fraud, and (3) mismanagement. However, the financial plight of the JN R 
became apparent as early as 1964, when the system suffered a deficit 
of Y  30 billion; by the mid-1980s, the cumulative deficit of JN R had risen 
to Y  21.8 trillion, or USA $ 109 billions 13. And this despite regular heavy 
subsidies by government. Consequently, 1987 saw the demise of the JN R 
and the formation of the Japanese National Railways Settlement Corpora­
tion, JNRSC, charged with the task of reorganizing the rail system into 
several successor companies. Assets not assumed by several newly formed 
companies were to be dispensed by the JNRSC. Moreover, the JNRSC was 
given the authority and responsibility of handling all other matters related 
to the dissolution of the JNR.
The liquidation of the JNR resulted in the creation of the Japanese 
Railways Group consisting of eight companies, government subsidized and 
under public domain. Privatization was fully effected in the early 1990s. 
Counted among the passenger companies are the Central Japan, East Japan,
| Hokkaido, Kyüshü, Shikoku, and West Japan. By 1990, the six companies 
utilized almost 19,000 kilometers of the nation’s rail network.
Also worthy of mention is the Japan Freight Railroad Company, JFRC, 
which although it has its own engines (diesel and electric), rolling stock, and 
stations, leases track from the above mentioned passenger companies. Over 
recent years, the JFRC has derived greater revenues than the defunct Japan 
Railway Freight Service, for although the JFR C  schedule calls for fewer 
runs on less track, productivity is considerably greater than that of the past. 
The eighth company is the already mentioned Shinkansen which was desig­
nated as a special and separate corporation during reorganization. Although 
privatization of the railway system in 1987 has brought better days for 
the railways, the turnaround has been achieved mostly by (1) effecting 
administrative reform, (2) emphasizing a leaner staff, and (3) creating a 
spirit of competitiveness among the newly formed companies rather than 
increased volume 14.
Not to be overlooked are the small private companies, new companies 
financed by local governments and private individuals. Some thirty in 
number, they operate on 3,400 kilometers of track; most of these small 
companies are rural lines. Also worthy of mention are Japan’s subways of
13 Kamitsuka (1986, pp. 25-26).
1,1 In this and the preceding paragraph the author has drawn from Dolan and W orden 
(1992, pp. 138-239).
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which, not unexpectedly, Tokyo is the largest with its 205 stations connect­
ed by 210 kilometers of track. The suburbs of Tokyo are served by seven 
privately owned railroad companies linked with the Tokyo subway system 
at various major stations. Complete subway systems serve the populace in 
several other major cities, among them Fukuoka, Kyoto, Osaka, and 
Yokohama.
B. The Roadways. — As stated in the previous section, the rapid growth 
of motorbus service and privately owned automobiles (especially the latter) 
as modes of transportation have contributed to the problems of the JN R 
during the decade of the eighties. The semi-tabular presentation below 
provides insight as to the rapid expansion of the road network of Japan 







* Expressed in millions of kilometers.
It is estimated tkat by 1992 the total length of the nation’s roads 
expanded to 1.131 million kilometers, or 706,875 miles. O f the total roads, 
65 percent is paved; the remainder consists of crushed stone, gravel and 
unpaved roadways. Almost 4,000 kilometers are expressways, of which 
about 46,500 kilometers are national highways, and about 43,900 kilometers 
are principal local roads. Almost 87,000 kilometers are prefectural roads * 16.
The need to rapidly expand the roadways in the 1980s is clearly 
indicated in Table 1. By the mid-1980s freight carried by motor vehicles 
had increased some fourfold over 1965 and was 58.5 percent greater than 
that of 1975. Also evident in Table 1 is the marked increase in the use of 
privately owned vehicles as a means of passenger service, increasing some
E conomic and Social Commission for Asia and the Pacific (1990, p. 191).
Almost 30 percent of all the nation’s roads are concentrated in the Prefectures of Alchi, 
Hokkaido, Ibaraki, Nagama, and Saltama.
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T able 2
BUSES, TRUCKS, AND PASSENGER AUTOS REG ISTERED , SELECTED  YEARS O F  
1965-89 (Expressed in millions of units)
Year 1965 1970 1975 1980 1985 1989
Buses 0.105 0.190 0.220 0.229 0.231 0.242
Trucks'7 2.870 5.460 7.381 8.683 8.306 8.695
Autos 1.878 6.777 14.822 21.544 25.848 30.882
TOTAL 4.853 12.427 22.423 30.456 34.385 39.819
a All types (heavy, medium, and light); private and commercial.
Source: Statistical Bureau, Management and Coordination Agency, ] apart Statistical 
Yearbook, 1991, p. 304.
over six times from 1965 to 1975. Moreover, from 1980 to 1989, passenger 
travel by private auto rose from 321 billion passenger-kilometers to 556 bil­
lion passenger-kilometers, an increase of 73.2 percent.
Table 2 shows the number of privately used vehicles, trucks, and buses 
registered during selected years of 1965 to 1989. Clearly, as indicated in the 
table, the use of motor vehicles as a means of passenger service increased 
dramatically during the twenty-five years from 1965 to 1989. Buses in use 
more than doubled in number, while automobiles in use rose over 15-1/2 
times. The increase of the number of passenger cars throughout the 1980s 
(from 21.544 million units to 30.882 million units) placed enormous 
pressures on all levels of government to construct, improve, and maintain 
roadways. However, it should not go unsaid that the rapidly growing sales 
by Japan’s automotive industry during the 1980s gave the Japanese economy 
a most highly stimulating “shot in the arm”.
The dramatic increase in the number of trucks registered points to a 
sharp increase in the volume of cargo being transported by vehicles. Al­
though the data in Table 2 represent all trucks in use, private and commer­
cial, the matter is put in clearer perspective in the light of the following: in 
1965, slightly less than 10 percent of the 2.87 million trucks on the road 
were for private use; in 1985, 13.5 percent of the 8.30 million trucks 
percent were for private use; in 1989, 15.8 percent of the 8.695 million 
trucks were for private use 17.
17 Computed from data provided by Stastical Bureau, Management and Coordination 
Agency (1991, p. 304).
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The Japanese commercial trucking industry has not restricted itself to 
doing business within its own national borders. Yamato Transport, estab­
lished in 1976 as door-to-door delivery service, consummated a major 
cooperation agreement with United Parcel Service of America some six 
years ago. The year 1986 marked a number of other similar agreements 
by other Japanese lines, among them: the Seino Transportation Company 
and the X P International of Netherlands, Nippon Express Company and 
Stair Cargo Service of the USA, and Fukuyama Transporting Company and 
Airborne Express of the USA.
C. Air Transport. — As shown in Table 1 since 1970, the civil aviation 
industry has grown steadily as a carrier of passengers and freight. The 
growth which has occurred is attributable to a progressively rising demand 
for both domestic and international services. As shown in Table 1, air cargo 
in 1975 equalled 200 million ton-kilometers, a 100 percent increase over 
that of 1970. By 1990, air cargo enjoyed a fourfold increase over that of 
1975 — impressive in both relative terms and absolute terms. By 1990, 
freight service was 233 percent greater than it was in 1980. During the 
period of 1970 to 1989, air passenger service has risen impressively. Where­
as in 1970 passenger service recorded was 9.3 billion of passenger-kilome­
ters, it had risen to 47.0 billion passenger-kilometers in 1989, an increase 
of 405.3 percent.
Nevertheless, the domestic demand for air transport in Japan has been 
relatively modest when compared to the United States and the United 
Kingdom. During the period of 1980 to 1985, the growth rate of domestic 
demand for air service has been about one-half that of the USA and United 
Kingdom respectively. Japan’s extensive and tight regulation on the airlines, 
high fares for air travel, and the limitation of airport facilities have all 
played a role in suppressing domestic demand for air travel. Moreover, the 
rapid growth in automobile ownership and the popularity of high speed 
trains are also factors.
Airports number 165 of which 157 are usable, and of the total, 129 
have permanently surfaced runways. Two airports have runways exceeding 
3,659 meters, 29 have runways ranging from 2,440 to 3,659 meters, and 56 
airports have runways of 1,220 to 2,439 meters. The principal international 
airport is that of Tokyo, (Narita and Haneda), but beginning in the 1980s, 
international flights were also scheduled at Fukuoka, Nagasaki, Nagoya, 
Naha, and Kagoshima.
There are four airlines worthy of mention, each assigned a different 
role. The All Nippon Airways, ANA, is chartered for both domestic and
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international routes; Japan Air Lines, JAL, is licensed for international 
flights and for domestic trunk routes; the Japan Air System, JAS, and 
Southwest Airlines, SWA, serve domestic routes.
D. Sea Transportation. — As a nation which relies considerably on for­
eign trade, thè existence of several well equipped seaports is of great 
importance to Japan. The largest of Japan’s principal ports are Kobe, Nago­
ya, and Yokohama. Other major ports are Chiba, Hakodate, Kitakyùshù, 
Kushiro, Osaka, Tokyo, and Yokaichi. (See Figure 1 for the geographical 
location of these ports and others of lesser importance).
According to the Central Intelligence Agency, the merchant marine 
consists of 1,019 ships (1,000 G RT or over) totaling 22,396,958 
GRT/34,683,035 DW T. Included are nine passenger ships; four passenger- 
cargo; 231 petroleum, oils, and lubricants (POL) tankers; 125 refrigerated 
cargo; 99 vehicle carriers; and 95 cargo. Others included are 257 bulk, 55 
short-sea, 40 container, 33 roll-on/roll-off, and 14 chemical tankers. Also 
owned by Japan is a large flag of convenience fleet which includes as many 
as 40 percent of the total number of ships which fly the Panamanian flag 18.
Again referring to Table 1, it is evident that the amount of cargo 
shipped coastwise has increased sharply over the past three decades, from 
64 billion ton-kilometers, to 184 billion ton-kilometers, and to 222 billion 
ton-kilometers for the years 1960, 1975, and 1980 respectively. The year 
1980 marks the beginning of the peaking of the coastwise shipping of 
freight. Likewise in the case of passenger service, for during the 1980-89 
period, service (expressed in billions of passenger-kilometers) tended to 
stabilize. It is of some interest to mention that little commercial traffic 
occurs on Japan’s rivers, because they are too short and unnavigable except 
in the lower reaches.
Table 3 provides some valuable insights as to the sea-craft entering 
Japanese ports. Besides showing the tonnage involved in foreign trade, the 
table also classifies the vessels according to two categories, national and 
foreign. The data is for selected years, 1970-90.
One of the most striking features of the data shown in Table 3 is that 
since the mid-1980s there has been an increased dependence of foreign 
vessels for exports and imports as opposed to national vessels. A principal 
cause is that the Japanese fleet has been reduced in numbers over very 
recent years; several of the smaller and a number of older vessels have been 
retired from the fleet. The reduction in fleet, RIF, is also accountable to the
18 Data in this paragraph are drawn from CIA (1991, p. 18).
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Table 3
VESSELS ENTERIN G  JAPA N ESE PORTS, EX PO R T  
(Tonnage is expressed in millions of tons)




































TOTAL 435.87 549.41 612.73 603.28 666.89 703.17 711.61
Source: Statistical Bureau, Management and Coordination Agency, Japan Statistical 
Yearbook, 1991, p. 354.
increase in labor costs; fewer Japanese men are willing to spend days away 
from home. Moreover, Japan imports considerable quantities of crude oil, 
and given the rising numbers of private vehicle ownership, to allow growth 
of the fleet without restraint could place some strain on Japan’s trade 
balance. Furthermore, and of considerable importance, the overall cost of 
operating and maintaning a fleet has risen sharply in recent years. The 
Japanese have found it economical to rely on foreign ships to assume a 
greater share of handling cargo, particularly fleets of some other Asian 
nations. Also, it is a matter of opportunity costs, i.e., determining how to 
best utilize the financial, material, and human resources of the nation. One 
other observation from the table: it does clearly support the theory that 
Japan is a nation which must import in order to export.
IV. Conclusion
The transport system of Japan during the early and mid-nineteenth 
century was given serious attention, first during the Tokugawa Rule and 
then the Meiji Government. However, the attention to transportation dur­
ing the Meiji Rule was more deliberate, for it was during the Meiji Rule
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(1868-1912) that the closing of the economic gap between the West and 
Japan became a principal objective of the Japanese nation. During the Meiji 
Rule, the first railway was completed in 1872, and by 1900, some 6,200 
kilometers of track had been laid. Roadway construction begun under the 
Tokugawa Rule was significantly expanded.
Granted that the post-Meiji economic growth and development of Jap­
an has, on the whole, been impressive, it is especially the post-WWII 
economic growth which draws the attention of many students of Japan. As 
demonstrated in this article, the Japanese have done a commendable job in 
planning and providing a comprehensive transport system to meet the needs 
of a rapidly expanding post-WWII economy. With the exception of the 
Shinkansen, the financial record of the railways, particularly during most of 
the 1980s, has been an eyesore. However, the reforms instituted in 1987 
have been a good first step in correcting some of the past ills. Nevertheless, 
one may logically expect rail passenger demand for service — again excluding 
the Bullet Trains — to remain fairly stable during the foreseeable future. 
Consequently, government subsidies for the rail system are likely to continue 
throughout the remainder of the decade.
The steady growing reliance on motortrucks as a means of hauling 
freight, especially since 1970, is a clear indication that the trucking industry 
will continue to expand for several years to come, the extent of its expan­
sion being dependent upon the future growth of the economy. It should not 
go unsaid that the future growth of the trucking industry will bring with it 
considerable infrastructural costs, namely roadways. This also holds true in 
the light of the rapidly growing preference of private-ownership of automo­
biles as a means of travel. The phenomenal development of private vehicle 
ownership, which began in 1975, is most likely apt to continue throughout 
the remainder of the 1990s. However, this author hastens to add that 
because Japan is an energy importing nation, government intervention to 
even more strictly control oil imports may become necessary.
As a nation heavily committed to international trade, we can clearly 
expect sea transportation to be an area of considerable importance to Japan. 
Most Japanese ports are modern and well dispersed geographically. And 
although the Japanese merchant fleet is considerable in size, there appears 
to be some indication that increased reliance will be placed on foreign fleets 
in the future, particularly those offering economical transport rates.
Although motorbus travel gained ground during the 1960s and early 
1970s as a means of passenger service, it has remained stable during the 
1980s. In a large measure, this inveteracy is attributable to the dramatic 
growth of automobile ownership but not to be overshadowed is the growing
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popularity of aviation as a means of passenger travel, domestic and interna­
tional. This development was well illustrated in the body of this article. 
However, the growth of the airline industry (cargo and passenger) is 
blunted by strict government control and regulation. If  air transport is to 
flourish, expand, and thrive in the future, there is not only a need for partial 
deregulation of the airlines but also greater infrastructural support and 
reduced rates. In all probability we can expect these steps to be taken 
within the next few years.
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IL SISTEMA DEI TRASPORTI IN GIAPPONE
1 Un adeguato sistema di trasporti è essenziale per ogni nazione che viene 
noverata fra le economie avanzate del mondo.
Gli specialisti di Giappone considerano l’avvento dell’imperatore Meiji e la 
fine del periodo Tokugawa nel 1868  come l’inizio dello sviluppo economico 
moderno e della crescita giapponese.
Dopo un breve cenno al sistema dei trasporti giapponese del passato, 
l’indagine si concentra soprattutto sul loro sviluppo dopo la seconda guerra 
mondiale e in particolare nei decenni settanta e ottanta. Fu durante quei due 
decenni che il mondo assistette all’impressionante sviluppo e crescita economica 
del Giappone e lo vide diventare un agguerrito concorrente sui mercati mondiali.
L ’autore dedica particolare attenzione a quattro settori di trasporto in Giap­
pone: ferrovie, strade, trasporto aereo e marittimo. Viene sottolineata l’impor­
tanza relativa e assoluta di ogni tipo di trasporto. L ’autore conclude riassumendo 
i risultati della sua ricerca e avanzando qualche previsione su quello che potreb­
bero essere i futuri sviluppi nell’industria giapponese dei trasporti per il resto 
degli anni novanta.
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ECONOMIC REFORMS IN CHINA: 
IMPLICATIONS FOR CHINESE GROWTH
by
Kazimierz Tarchalski *
Before 1979 the Chinese economy was similar to its Soviet counter­
part, characterised by widespread, though not comprehensive and, largely, 
decentralised, central mandatory planning in agriculture and industry with 
only a few rudimentary markets in operation. A relatively high share of 
State revenue in China’s national income was secured by a Soviet style 
non-trasparent, inefficient system of taxation achieved through the confisca­
tion of inflated profits of large State owned enterprises. Three decades of 
central planning, the collectivisation of agriculture, the failed experiments 
of the Great Leap Forward (1958-61) and of the Cultural Revolution 
(1966-76) resulted in rural unemployment and underemployment, low 
productivity, inward orientation and low and stagnant living standards. In 
late 1978 the Chinese Communist Party embarked, through a series of bold 
experiments, on the process of reform from a centrally planned to a market 
economy.
This transformation has not been characterised by the substantial de- 
i dines in output experienced by the former Soviet Union and most East 
European countries. Rather, the gradual but determined implementation of 
major economic and institutional reforms since 1979 has been marked by 
an acceleration of growth in China. The continued transition to a more 
market and export oriented economy will be a key factor influencing 
Chinese growth prospects for the next century.
Key Characteristics of the Chinese Economy after 1978 (Table 1) 
Progressing decentralisation. — Chinese economic reform has been accompa-
* Australian Bureau of Agricultural and Resource Economics, Canberra (Australia).
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Table 1
INDICATORS O F CHINA’S ECONOM IC PERFORM ANCE:
PRE-REFO RM  AND POST-REFORM
Average annual rate of growth of GNP (A) (B) 6 .0%  (1952-78) 9 .3%  (1978-93)
Average annual rate of growth of GNP per per­
son (A) 4 .0%  (1952-78) 8 .0%  (1978-92)
Average annual rate of growth of total factor 
productivity (A) - 0 .1 9 %  (1957-76) 3 .0%  (1978-91)
Average annual rate of growth of agricultural 
output (A) 2 .2%  (1952-78) [5 .6 %  (1978-91)
Average annual rate of growth of light indus­
try (A) 8 .7%  (1956-77) /1 3 .1 %  (1979-85)
Average annual rate of growth of heavy indus­
try (A) 12.3%  (1956-77) 8 .2%  (1979-85)
Average annual rate of growth of agricultural 
output per person (A) 0 .2%  (1952-78) 4 .3 %  (1978-91)
Average annual rate of growth of industrial output 
per person (A) 1.3%  (1952-78) 11.5%  (1978-92)
Share of non-state enterprises in gross value of 
industrial output 19.3%  (1979) 5 8 %  (1993)
Share of central and local revenue in GNP 26.7%  (1979) 12.3%  (1994)
Share of adjusted (C) revenue in GNP 31.6%  (1978) 12.0%  (1994)
Share of central government in State’s consolidated 
disposable revenue 25 .9%  (1994)
Consolidated government revenue as a share of 
GNP 34.4%  (1978) 18.6%  (1991)
Share of infrastructure expenditure in the State’s 
budget 43 .5%  (1978) 20 .3%  (1990)
Total household bank saving deposits as a propor­
tion of GNP 5.9%  (1978) 45 .9%  (1991)
Money and quasi-money (M2) as a proportion 
of GNP 60.8%  (1985) 95 .8%  (1993)
Share of controlled prices in retail sales 97%  (1978) 5 %  (1993)
Ratio of exports to GNP 4.7%  (1978) 2 7 %  (1993)
Index of real rate of exchange of renminbi 105.4 (1978) 39.4 (1991)
Share of primary goods in China’s imports 34 .8%  (1980) 18.5%  (1990)
Share of primary goods in China’s exports 50.2%  (1980) 25 .6%  (1990)
Foreign direct capital inflow US$93.8 (1979-94) US$61.3 (1993-94)
External debt as a proportion of GNP 1.6%  (1980) 23 .5%  (1993)
Reserves of foreign exchange US$2.54b (1980) US$64.2b (1995)
External debt service ratio 4.4 (1978) 16%  (1993) '
Share of average income spent on food 58.4%  (1957)
56.7%  (1981) 5 4 .5%  (1990)
(A) A plausible adjustment for underestimated deflators and an exaggerated share of 
industrial production in GNP would reduce the growth rate by around 1-2 percentage points 
(Naughton, 1995, p. 328).
(B) Unofficial estimates put GNP growth rates at 9%  in 1993 and 7 .8%  in 1994 -  well 
below the official 13.4%  and 11.8%  respectively (Economist, 27 May, 1995).
(C) Adjusted to international practice (Tsang Shu-ki et al., 1994, p. 775).
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nied by increasing autonomy of (about thirty) Chinese provinces with re­
spect to the central government in Beijing. Their rising autonomy may well 
have had political roots, as more assertive behaviour of provincial govern­
ments was backed by market oriented central politicians seeking the support 
of local governments in their fight against more conservative central bureau­
crats. Apart from planning functions, responsibility for many important 
areas of economic policy (such as setting pricing, financing and managing 
local pension funds, establishing new enterprises, regulating and directing 
investment, influencing lending policies of provincial banks as well as tax­
ing, collecting revenues and channelling expenditures), has been shared or 
taken over by provincial authorities. The basis for the growing role of 
provinces has been their increasing fiscal assertiveness. The provinces have 
not only collected and spent most of the State’s official revenue but have 
also controlled ‘extra-budgetary funds’ (unreported funds generated mainly 
from retained earnings and depreciation allowances of State enterprises that 
have amounted to about 40 to 70 per cent of the budgetary revenue; Fan, 
1994). Up to a third of China’s investment has been financed from the 
‘extra-budgetary funds’. Also, the fast proliferation and growth of non-State 
or township and village enterprises (TVEs) after 1978 may, at least in part, 
be attributed to the fiscal needs of Chinese provincial governments.
Acceleration of growth. -  Although pre and post reform statistics for China’s 
economy, particularly those for industrial output, are not strictly comparable 
because of the prevalence of non-market pricing in the pre-reform period, 
they provide a broad indication of the impact that economic reform has had 
on the performance of the Chinese economy.
Since the introduction of economic reforms in 1979, growth in the 
Chinese economy has accelerated considerably. According to official Chinese 
statistics, the economy is estimated to have grown in the post reform period 
by an average annual rate of 9 per cent (or 7-8 per cent allowing for 
underestimates of GNP deflators and for excessive representation of the 
highly protected industrial sector in GNP; Naughton, 1995, p. 328). This 
compares with an annual average rate of around 6 per cent between 1952 
and 1978 (or 4-5 per cent according to ‘cleansed’ estimates). Much of the 
increase in economic growth between these two periods has come from 
increased allocative and technical efficiency arising directly from the reform 
process. For example, total factor productivity in China is estimated to have 
increased at an average rate of around 4 per cent between 1976 and 1988 
(Perkins, 1988; World Bank, 1992). This compares with total factor produc-
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tivity rates of change of -  1.4 per cent between 1957 and 1965 and 0.6 per 
cent between 1965 and 1976.
Growth in agricultural output has also accelerated markedly. It dou­
bled to an annual rate of around 5 per cent in the post reform period from 
the pre reform period (Anderson, 1990; World Bank, 1992). The average 
rate of growth in agricultural output per person in China rose from 0.2 per 
cent between 1952 and 1978 to 3.6 per cent between 1978 and 1992. 
However, since growth in the non-agricultural sector has been faster than in 
the agricultural sector, agricultural output as a share of GDP fell from 34 
per cent in 1978 to only about 19 per cent in 1993.
A major stimulus for efficiency has come from the gradual liberaliza­
tion of prices of both inputs and outputs and the virtual elimination of the 
rationing of inputs and consumption goods. Prior to 1979, the implicit 
differences between the administered and the market (shadow) prices of 
outputs and inputs fulfilled the role of a non-transparent system of taxes and 
subsidies to transfer income away from rural areas to urban areas and from 
the non-State sector to the State sector. The progressive freeing of prices of 
goods, liberalization of capital and technology flows have raised the overall 
efficiency of the factors of production and at the same time have created a 
need for a reform of China’s fiscal and taxation systems.
Vast growth of non-state owned enterprises. -  The basic method of implement­
ing reforms in the agricultural and industrial sectors turned out to be 
simple. It relied on staging a relative transfer of resources from the State 
sector, where productivity has been growing relatively slowly, to the non- 
State sector, where productivity has been growing faster.
Between 1978 and 1991 the supply of labour and capital to the indus­
trial State Owned Enterprises (SOEs) has grown at annual rates of 2.8 per 
cent and 8.6 per cent respectively, while the supply of labour and capital to 
the more efficient industrial rural enterprises has grown at annual rates of 
9.8 per cent and 19.9 per cent respectively (Wu and Wu, 1993). Similarly, 
output in the non-State sector has expanded at twice the rate of the State 
sector. For example, between 1980 and 1988 the output of State owned 
enterprises (SOEs) increased at a rate of 8.5 per cent per year, while the 
output of non-State enterprises (that is, collective, private and foreign enter­
prises) increased at an annual rate of 17 per cent (World Bank, 1992). As a 
result, the contribution of the non-State sector to total GDP has risen from 
20 per cent in 1978 to around 58 per cent in 1993.
There have been several major causes of the success of the Chinese 
non-State sector. In contrast to many attempts at economic reform in other
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centrally planned economies, the Chinese government ensured that freedom 
of entry has been genuine. State owned enterprises (SOEs) have been sub­
ject to real competition and non-state enterprises have not been subject to 
central or provincial ‘planning’ and have enjoyed low marginal rates of 
taxation. Since prior to reform, the Chinese industrial sector, as in any other 
centrally planned economy, had been heavily monopolised and thus had 
enjoyed ‘above normal’ profits and rents, collective and other non State 
enterprises have been lured by high profits. As a result, the speed of prolifer­
ation of non-State enterprises has been impressing. Unlike SOEs, rural 
non-State enterprises have been subject to hard budget constraints (they 
have been responsible for financial success or failure) but have been freed 
from social security obligations: the pre-1979 rural health insurance system 
has been largely dismantled and it is estimated that social relief did not 
reach more than 7 per cent of the rural population (Sachs et al., 1994).
Expansion of exports. — An important feature of the Chinese economy since 
the early 1980s has been fast growth in exports. As a share of GDP, exports 
have increased from around 5 per cent in 1978 to around 27 per cent in 
1993. The accelerated export orientation of the Chinese economy would not 
be possible without progressive dismantling of foreign trade planning (final­
ized by 1994) and canalisation (intermediation by designated foreign trade 
State enterprises) of exports and imports. By 1993 only 15 per cent of 
exports (and 20 per cent of imports) were subject to canalisation. In a 
parallel fashion, since 1993 the number of commodities whose exports has 
been licensed fell from 250 to 138 or 48 per cent of total exports (Tseng 
et al., 1994). The export expansion has also been supported through the 
development of Special Economic Zones, a progressing unification of the 
exchange rate of the renminbi and a policy of real devaluation of the 
Chinese currency. The value of China’s exports of goods and services having 
grown since 1980 by 13.2 per cent a year was U S$91.8 billion in 1993. 
This compares with exports of US$18.2 billion in 1980. The success of the 
exports orientation of the Chinese economy has multiplied China’s foreign 
exchange earnings and thus its capacity to import.
However, Chinese exporters are, in a disproportionate measure, de­
pendent on the contribution of foreign capital. In 1992, the Chinese benefi­
ciaries of foreign direct investment accounted for less than 5 per cent of 
Chinese output, but they generated abput two thirds of Chinese exports. It 
will take some time before the production for exports is integrated into the 
mainstream of the Chinese economy (Economist, 1994).
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High savings and investments. -  Reform has not diminished China’s savings 
effort. On the contrary, against the experience of other transforming econo­
mies where reform has been associated with reduced or even crumbling 
saving rates, the erosion of the traditional socialist tax base of Chinese 
official saving, that is of the taxation of artificial SOEs profits, has been 
compensated by a steep rise in household saving. Urban and rural household 
saving deposits kept in banks or rural cooperatives as a proportion of 
Chinese GNP expanded from about 6 per cent in 1978 to 46 per cent in 
1991 (McKinnon, 1993)! It cannot be stressed too strongly that this rare 
achievement of prompt substitution of household saving for crumbling State 
saving (in the wake of dismantling the artificial SOEs profits) has under­
lined China s success of progressing economic reform and accelerating eco­
nomic growth.
Despite a falling role of policies which might have created ‘forced 
savings’ such as price controls and the resulting lack of goods for consump­
tion, the share of national saving in GNP has increased during the reform 
period. Gross domestic savings as a share of GDP have increased from 
about 30 per cent for ten years prior to 1978 to a comparatively very high 
level of around 39 per cent (as compared to 21 per cent for the developed 
market economies and about 17 per cent for the European economies in 
transition). Whereas the budgetary savings fell from 15 per cent of GDP in 
1978 to 3 per cent in 1988, the household savings rose from 5.9 per cent to 
27 per cent. The expansion in non-State saving from the beginning of 
reform has been, probably, the most important factor of relatively low 
inflation and macroeconomic stability in China.
There have been several major causes behind the rise in household 
saving for consumption, transaction and investment purposes. First, since 
farmer families have become independent and obstacles to the expansion of 
rion-State enterprises have been low, investment opportunities emerged. 
Farmers’ and TVEs’ purchases of inputs and investment goods have been 
‘monetised’. Money has become active again and it made economic sense to 
save for future big ticket items. On the other hand, government policy 
preventing farmers or rural enterprises from access to bank credit, made 
their gross deposits almost equal to net deposits, while farmers and TVEs 
have relied on non-bank finance, mostly their own retained funds.
Certainly, the reduction in the degree of social protection associated 
with the process of de-collectivisation of agriculture and the rise of township 
and village enterprises (TVEs) have also contributed to increased demand 
for savings for life’s contingencies. In addition, low inflation and, usually
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positive real interest rates on deposits have strengthened households’ propen­
sity to save.
High domestic savings have created favourable conditions for high 
investments in China. The gradual contraction of the State’s role as an 
investor has been offset by increased investment in the non-State sector. The 
share of investment undertaken by State enterprises fell from 87 per cent of 
total investment in 1978 to 67 per cent in 1992. Owing to high savings in 
China, most investment requirements, particularly in the rural areas, have 
been met by savings generated domestically.
Rising foreign capital participation. — Also, foreign investment has risen 
significantly. An obvious policy measure encouraging foreign investment has 
been the establishment of special economic zones. Foreign direct investment 
(that is investment where the controlling share of equity belongs to non-re­
sidents) is considered as one of major vehicles for technology transfer. Since 
1991 foreign direct investment has surpassed bank borrowings. A sharp 
acceleration in foreign direct investment took place in the last two years. In 
the period 1993-94 US$204 billion of foreign investment was committed 
and US$61 billion actually invested. Although the pace of foreign capital 
inflow has recently decelerated and capital flight out of China is estimated 
to amount to about one third of actual gross inflows of direct capital (Fan, 
1994, p. 42), foreign direct investment has recently comprised around 10 
per cent of total Chinese investments.
The liberalization of capital inflows and the upgrading of the Chinese 
financial system have benefited China. However, the bulk of the massive 
inflow of foreign capital has been directed into speculative and productive 
ventures with, usually, short recoupment periods. This capital inflow has 
only marginally contributed to the upgrading of China’s energy, transporta­
tion and storage infrastructure (Economist, 1993).
Reduced incidence of shortages. — Prior to 1979 the extent of repressed 
inflation, that is a situation in which excess demand is prevented from 
raising prices and thus generates shortages of goods, queues and input 
‘bottlenecks’, in China’s economy, so typical of centrally planned economies, 
was much closer to or even above the level observed in other centrally 
planned economies (Naughton, 1995, p. 46). This was due to the discrepan­
cy between the practically unlimited, since unconstrained by hard budgets, 
desire for inputs and investment goods entertained by SOEs and the enforce­
ment of price controls on most inputs and outputs. The process of liberali­
zation of prices has contributed to the progressive decline of this problem.
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The evidence of shortages in China has not been unambiguous. The 
extent of suppressed inflation may be measured by a ratio of input invento­
ries to output inventories since high inventories of inputs and low invento­
ries of finished products are characteristic of the economy’s state of excess 
demand. This ratio was 3.8 for the mid 1980s, which compares well with a 
value of 10 for the USSR and 8 for Hungary (Perkins, 1988).
Substantial variability of growth and inflation. -  Chinese economic growth in 
the post 1978 period has been characterised by distinct cycles. As mention­
ed, little incentive to take into account most costs and risks of the in­
vestment process (that is soft budget constraint) makes the investment out­
lays of SOEs a function of the availability of funds. On the other hand, very 
soft budget constraints of State owned banks have accentuated their prefer­
ence for speculative lending also to the non-State sector. This has imparted 
an expansionary bias to the investment process. Intermittent periods of very 
strong growth have been accompanied not only by a shortage of goods (Bell 
et al., 1993), and by a deterioration in China’s external balance, but also by 
an acceleration of inflation. In each of the three distinct economic cycles of 
the post 1978 period (1981-85, 1986-88, 1989-1994), the measured rate of 
growth in output has been associated with a higher rate of inflation. In 
1994, the peak year of the cycle, the official consumer price index rose by 
24.1 per cent while prices of food rose by 39 per cent and prices of cereals 
by 62 per cent! The typical response to the inflationary pressures has been 
the application of, sometimes crude, deflationary measures such as credit 
ceilings. These measures have slowed growth of all economic units -  both 
the economically viable and unviable ones. This has accentuated the cyclical 
swings in the rate of Chinese economic growth.
In the post reform period fluctuations in economic growth have been 
accompanied by stronger fluctuations in imports. This pattern of strong 
fluctuations in China’s economic growth and imports can be attributed, 
predominantly, to the weaknesses of the Chinese financial and fiscal systems 
and to the limited progress achieved in the liberalisation of Chinese import 
(Tseng et al., 1994, p. 64).
Constraints to Growth. — The Chinese economy has reached a stage when its 
current laws regulating the behaviour of SOEs and its current regulatory 
institutions may hamper rather than promote growth. In order to secure 
sustainable growth the Chinese government will need to introduce addition­
al reforms, especially, by upgrading the laws regulating state owned enter­
prises (SOEs) as well as the taxation, banking and fiscal systems.
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Unfinished Reform of State Owned Enterprises (SOEs). -  Despite the freez­
ing of central planning in absolute terms in 1984 and government’s at­
tempts at ‘commercialisation’ of SOEs, SOEs have not been able to compete 
with the expanding non-State enterprises without an unsustainable rise in 
their claims on the resources of the community. The share of SOEs making 
losses rose from 10.7 per cent in 1985 to almost 50 per cent by 1994. These 
estimates may well understate the true situation, since Chinese SOEs are 
believed to under report their losses significantly (Garnaut and Ma, 1993). 
Fan (1994, p. 118) claims that up to two thirds of SOEs suffer open or 
hidden losses.
The SOEs have shown a continuing demand for physical and financial 
inputs, including investment expenditure for fixed assets. This is related to 
factors such as the lack of stringent enforcement of budget constraints, low 
risk of financial consequences of wrong investment decisions and the con­
tinued access to subsidised inputs if backed by the State plan. In 1981 the 
SOEs accounted for 75 per cent of gross value of industrial output and for 
70 per cent of total ’fixed investment. In 1992 the respective shares a- 
mounted to 48 and 67 per cent. In other words, in 1992 the State sector 
produced less than half of China’s industrial output but was responsible for 
about two thirds of investments expenditure. During the reform period, the 
State sector s share in industrial output has fallen significantly while its 
share in total investment has remained almost unchanged.
To a large extent, the financing of SOEs’ investment has been based on 
non-commercial or political criteria. In addition to internal funds, the SOEs 
have absorbed State subsidies, have enjoyed privileged access to the banking 
system and have expanded the use of commercial or interenterprise debt, 
where an enterprise borrows from another enterprise. It is estimated that 
the share of subsidies for SOEs in the State budget rose from 9 per cent of 
expenditures in 1978 to 21 per cent in 1991 (World Bank, 1992).
Although the contribution of SOEs to output has been falling, their 
effective claim on the total credit issued by the financial system has been 
well above their contribution to output. About 80 per cent of all loans 
which the Chinese banking system has granted to the industrial, commercial 
and construction enterprises have been absorbed by SOEs. In addition, the 
SOEs which have been denied resources from the budget or the banking 
system have been taking advantage of increased recourse to interenterprise 
debt. This may put off their overdue structural adjustment and hinder 
balanced growth.
Despite promising signs in the discussion around the sanitation of the 
State sector such as plans to relieve SOEs from most social security obliga­
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tions via establishing a pooled and portable social security benefit scheme or 
a tendency to merge non-State and foreign financed enterprises with SOEs, 
the Chinese State sector has, so far, successfully resisted most attempts at its 
rationalisation.
Uncertain pace of imports liberalisation. — China’s import regime has only 
recently been subject to a meaningful change. Apart from considerable tariff 
barriers, tight non-tariff barriers such as licensing of about 38 per cent of 
imports, mandatory planning of priority imports and foreign exchange alloca­
tion for planned imports (until 1994), quantitative targets, administrative 
guidance and State trading for some commodities as well as the insulation of 
the domestic market from imports by the obligatory intermediation of State 
owned specialised foreign trade companies (‘canalisation’ of about 20 per 
cent of imports), have remained in force down to the present. Chinese 
import competing industries have been heavily protected by tariff, non-tariff 
barriers and non-transparent administrative barriers. In 1992 over half of 
the import competing industries were subject to non-tariff administrative 
import controls, and the tariffs were higher, more numerous and more widely 
dispersed than in most other large developing countries (Walker, 1993). 
China’s foreign exchange system is segmented into the interbank market for 
domestic enterprises and the swap centres for foreign funded companies. In 
addition, foreign funded companies are required to balance foreign exchange 
income and expenditure. The authorities directly intervene into the opera­
tions of the foreign exchange market thus accentuating fluctuations in the 
economy 1. The comprehensive protection and, at times, State intervention 
in imports decisions have distorted relative prices, have negatively affected 
production and investment decisions, have accentuated fluctuations in the 
economy and thus added to the costs of development.
Unfinished reform of China’s fiscal system. — Reforms have also been intro­
duced into China’s fiscal system. Owing to the freeing of prices and increas­
ing competition on the part of non-SOEs the customary tax base, the monop­
oly profits of SOEs, has been eroded. The erosion of enterprise monopoly 
profits and difficulties in the introduction of a modern tax system have been 
the main reason behind the continuous decline of total revenue as a propor­
tion of GNP (Blejer et al., 1991). The major fall in the share of the State’s 
revenue in GNP has led to a restructuring of the government’s expenditure
! 1 “The upswing of a cycle usually corresponds to a conscious decision by the authorities to
ease access to foreign exchange for imports, reflecting the continued reliance on administrative 
means to control imports” (Tseng et al., 1994, p. 64).
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at the cost of capital (or ‘developmental’) expenditure which has fallen from 
14.9 per cent of GNP in 1978 to 4.2 per cent in 1991 (World Bank, 1992).
In the period 1986-93 the Chinese taxation system was based on 
tax (or management) contracts between various levels of governments and 
state enterprises as well as on a similar tax sharing arrangement between the 
central government and provincial governments. The management contracts 
were concluded for a period of 3 to 5 years and they stipulated a minimum 
amount of profit, usually in nominal terms, to be realised and tax to be paid. 
Firms that failed to attain the quota threshold had to pay the agreed tax 
from their own funds. Profits above the contracted threshold, not unlike the 
agricultural households proceeds above the procured amount of agricultural 
produce, were taxed at a lower rate or fully retained. As a result, the ratio of 
tax collected to profits fell as profits rose and enterprises retained an increas­
ingly rising proportion of their profits (Blejer et ah, 1991).
From a microeconomic point of view a regressive taxation system of 
high initial tax rates and low marginal tax rates as incomes increase implied 
low deadweight losses of enterprise income taxation and thus has been 
growth friendly. On the other hand, from a macroeconomic point of view, 
the weak response of taxation revenue to rises in profits was one of the major 
reasons for a fall in the "share of the government’s consolidated revenue as 
a proportion of GNP. Budget revenue as a share of GNP has fallen from 
31.6 per cent in 1978 to 21.3 per cent in 1981, to 16.6 per cent in 1990 
(Bell et al., 1993) and 12.3 per cent as budgeted for 1994.
Another post 1978 development in the Chinese fiscal system has been 
a falling share of the revenue appropriated for the central government in the 
State’s consolidated revenue. Provincial governments involved in negotia­
tions on revenue sharing with the central government tended to blur the 
potential size of the tax base by means of a generous treatment of manage­
ment contracts (this could involve fixing low profit thresholds for a given 
production quota and setting low above quota marginal tax rates), keeping 
much of the potential revenue in the form of ‘extra-budgetary funds’ out of 
the reach or as a bargaining chip in negotiations with the central gov­
ernment.
Consequently, the shift of the relative fiscal powers away from the 
central government towards the provincial governments over the reform 
period has been substantial. Whereas in 1981 net payment shared from the 
local to central level was 9.4 per cent of GNP, in 1990 it was only 1.9 per 
cent (Bell et al., 1993). The falling weight of the central government in the 
fiscal system may impact adversely on China’s ability to upgrade its infra­
structure and maintain its macroeconomic balance.
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It is worth noting that weaknesses of the fiscal and banking systems in 
China mean that care needs to be taken in interpreting many key economic 
indicators. For example, the official 1993 budget deficit of 2.6 per cent of 
GNP (including debt servicing and adjusting for foreign loans) may provide 
misleading information on the size of the public sector s net claims on 
resources of the economy, since a major proportion of government financing 
has been shifted to the banking sector. Because the State budget is ultimate­
ly responsible for the implicit liabilities of the banking sector, China s effec­
tive fiscal and quasi-fiscal deficit makes a much higher proportion — in the 
vicinity of 8-10 per cent of GNP (McKinnon, 1993). This unrecorded 
implicit (or quasi) fiscal deficit is a major source of inflationary pressures in 
the Chinese economy.
Unfinished reform of China’s financial system. — The financial sector has 
undergone some reform. However, owing to its intricate links with the non- 
financial State sector, it has remained one of the weakest components of the 
Chinese regulatory system. Poor performance of SOEs has been contagious. 
State owned banks (SOBs) that provide finance to SOEs have enjoyed, if 
anything, still softer budget constraints. Specifically, Chinese SOBs grant 
advances to finance price subsidies, to cover SOEs’ losses, to support ‘politi­
cal’ investment of SOEs or governments or even to finance SOEs tax 
arrears. As a result over 30 per cent of their assets are considered bad loans 
and their losses are refinanced by the central bank to the tune of 3-4 per 
cent of GNP each year (.Economist, 9 September 1995).
Also there appears to be poor enforcement of lending policies by region­
al branches of the central bank controlled in many cases by provincial gov­
ernments. In general, the State banking system failed to separate the so called 
‘policy lending’ (that is, lending not decided on the basis of commercial 
criteria) from operations based on commercial criteria. The authorities may 
have taken advantage of, at times, high rates of inflation, to keep real 
interest rates negative -  to encourage investment and prevent unem­
ployment. However, the role of market instruments in bank lending has 
been limited, owing to heavy reliance on quantitative credit targets. Credit 
targets, the ultimate instruments of China’s monetary policy, are administra­
tive in nature. Since credit plans issued by the People’s Bank of China do 
not take into consideration the credit standing nor the financial reputation 
of the borrowing organisations, enforcement of credit targets can enhance 
fluctuations and hinder the potential growth of the economy.
In 1993, the government decided to accelerate the reform of the finan­
cial sector. ‘Policy lending’ is to be separated from commercial lending. In
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addition, the People s Bank of China was to be granted more autonomy in 
formulating and executing monetary policy. However, the tightening of 
lending criteria may not change fundamentally the behaviour of SOEs. More 
difficult credit from the banking system may be replaced by an increase in 
interenterprise (or ‘commerical’) debt. Since rising interenterprise debt 
makes many firms technically insolvent, a substantial proportion of this debt 
may be considered as dormant liabilities of State banks that would have to 
be financed by the central bank or, ultimately, by the State budget. The task 
of solving the problem of interenterprise debt may turn out to be as 
difficult as it has been in Eastern Europe and the former Soviet economies 
in transition. The implicit overburdening of the banking system with bad 
debts of State enterprises is likely to become a major source of inflation and 
a serious obstacle to the deepening of reform in the financial system, and 
consequently, for stable growth of China’s economy.
Recent measures taken to upgrade the import regime. — China has announced 
that it would like to become a member of the World Trade Organisation 
(W TO) and has made a commitment to partially liberalise its import regime 
over the medium term. As part of China’s bid to rejoin WTO, the gov­
ernment lowered tariffs for almost half of its imports, reducing the average 
duty from 39.9 per cent to 36.4 per cent. The government has also an­
nounced its intention to remove two-thirds of import licensing requirements 
by 1995, to phase out 75 per cent of non-tariff barriers by 1997 and to 
make public all trade legislation. As a member of the (18 country) Asia-Pa­
cific Economic Cooperation (APEC) forum China is expected to undertake 
further multilateral or unilateral liberalisation measures.
Recent measures taken to upgrade the financial system. -  The Chinese gov­
ernment has been aware of the imperfections of its banking and financial 
institutions. In 1993 the authorities decided on a series of new measures.
Policy lending’ is to be separated from commercial lending. In addi­
tion, the People s Bank of China will be granted more autonomy in formulat­
ing and executing monetary policy. Also, all tax exemptions granted without 
the approval of the central government were to be rescinded, the government 
was not allowed to borrow from the central bank and would have to rely on 
treasury bonds to finance the budget deficit, and the central budget was to 
be strictly brought under the control of the government. The government 
has tried to regain control of the expanding economy by such measures as: a 
general reduction of 20 per cent in its spending limits, a rise in interest
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rates, compulsory purchases of government bonds by state organisations and 
government employees, suspension of the local practice of payment for la­
bour services with debt rather than currency, a freeze on many construction 
projects, calling in of many loans granted for non-priority purposes, and the 
imposition of measures restricting bank credit.
Although the latest reforms of the financial and banking system may 
bring some results, a comprehensive sanitation, let alone, liberalisation of 
the Chinese banking seems unlikely prior to a successful reform of China’s 
industrial wing of the State sector. In such a situation, an ambitious liberal­
isation of China’s banking system could bring about an outflow of funds 
away from SOEs and risk a major imbalance in the macro settings of the 
Chinese economy.
Recent measures taken to upgrade the fiscal system. -  The government has also 
redesigned the taxation system. It has announced its decision to abandon 
the system of tax contracting and to introduce a system of tax assignment. It 
has introduced a universal 17 per cent value added tax and a graduated 
personal income tax, has ended tax concessions not approved by the central 
government and provided a more equal treatment of foreign capital with 
respect to taxation and other privileges with the rate at which income of 
foreigners is taxed to rise from 22 per cent to 45 per cent (Walker, 1993). 
Provision was also made for a capital gains tax on land and property of 
between 30 and 60 per cent (Lague, 1994) and foreign and resident compa­
nies are to be taxed at the same rate, with the number of tax concessions to 
be drastically curtailed. In addition, in order to raise the central govern­
ment’s share of the national tax take from 38 per cent to 60 per cent, the 
central government is to collect 75 per cent of the revenue by means of the 
value added taxes (VAT).
However, the ambitious tax reform has been subject to a number of 
compromises and ambiguities. First, no timetable has been set for the at­
tainment of the 60 per cent of central government’s share in the State’s 
revenue. Second, in the case the central government revenue derived from 
indirect taxes turns out to be buoyant (an annual increase of over 10 per 
cent), the assigned proportion of increases in the provincial government 
indirect tax take to be transferred to the central authorities has been subject 
to a 30 per cent rebate and scope has been left for enlargement or renegotia­
tion of the ‘rebates’. Third, the responsibilities of the central and local 
governments, notably in the area of expenditures, have not been clearly 
demarcated (Tsang et al., 1994; Naughton, 1995).
In the meantime, despite the tax reform, in 1994 the adjusted share of
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central government disposable income in the total State revenue dropped 
further from 28.9 per cent in 1993 to 2 5 .9 per cent (Tsang et ah, 1994, p. 
777). Although the 1994 reforms are likely to reduce the feature of regres- 
sivity inherent in the previous regime of profits taxation, much depends on 
the future balance of political forces which, ultimately, determine the distri­
bution of fiscal powers in China.
Possible political constraints. — China may face other problems that are 
capable of unsettling the process of economic reform. Unlike in developed 
federal governments (USA, Australia), the central government in China 
depends on revenue of provincial governments through the mechanism of 
tax sharing. As noticed, over the years net payment shared from the provin­
cial to central government has fallen substantially. The relatively strong 
taxing and spending powers of Chinese provincial governments with respect 
to the central government as well as their rising political autonomy could 
become one of the sources of political instability and, possibly, a setback to 
economic reform.
Summary and Conclusions
Chinese reform has turned out to be an economic success. It has raised 
savings, productivity, incomes, exports and the capacity to import. As Chi­
na’s income rises and the deregulation of foreign trade and foreign capital 
inflows progresses, China will increase its imports from the rest of the world.
The process of reform has not been transparent nor affected equally all 
important sectors of the Chinese economy. Reforms of China’s legal system, 
of SOEs, and relatedly, of the banking, financial and fiscal systems as well 
as of the regime regulating imports into China have lagged behind.
The Chinese economic reforms have relied, so far, on the application 
of the principle of dualism. The planning and fiscal powers have been 
divided between the central and provincial governments, the pricing mecha­
nism has been divided into the controlled, within the (planned or procure­
ment) quota prices and the free above the quota prices. Until the end of 
1993, the planned quantities of exports and imports were settled at the 
official (higher) exchange rate and the quantities traded outside the plan 
have been settled at the secondary (lower) exchange rate. The effective rates 
of taxation of enterprise income have been higher for the agreed within 
quota profits and lower for the above quota residual profits.
The unequal pace of reform and the specificity of the Chinese taxation
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system have contributed to a high variability of growth in the Chinese 
economy. In addition, the regional and sectoral inequalities associated with 
the reform, exacerbated by cyclical waves of inflation and disinflation, may 
generate political conflict and thus may be conducive to substantial shifts in 
economic policy.
Although the Chinese policy makers have become increasingly aware of 
the need for further improvements in its legal system as well as further libe­
ralisation of the economy, they seem also to be aware of the implicit political 
limits to the liberalisation process. The apparent intractability of the discrep­
ancy between the SOEs’ call on the, notably financial, resources of the 
economy and their contribution to it, combined with the ill-fated interdepend­
ence between the (financially privileged) industrial and the banking State 
owned sectors (SOEs and SOBs) make further progress in the functioning 
of the Chinese economy difficult. The inertia of the system, the unyielding 
assertiveness of Chinese provinces and the preference for short term policy 
responses in the current times of political uncertainty, may contribute to 
delays in the implementation of the recent reforms at the risk of continued 
pronounced fluctuations in economic growth.
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LE RIFORME ECONOMICHE IN CINA: IMPLICAZIONI PER LA CRE­
SCITA
Questo articolo discute le caratteristiche del processo di riforma economica 
in Cina iniziato nel 1979 e la sua influenza sulla crescita economica e la doman­
da di importazioni cinesi. Il graduale ma deciso allargamento del ruolo dei segna­
li di mercato e di prezzo e il maggior ruolo delle imprese non statali ha accelera­
to la crescita economica. La maggior crescita economica ha aumentato la doman­
da di importazioni di merci, in particolare importazioni di carne, foraggi, grano- 
turco, frumento, lana, carbone, minerali ferrosi e non ferrosi. Il mantenimento 
del regime liberale verso l’entrata di capitali e il miglioramento del sistema finan­
ziario cinese potrebbero consolidare la recente ondata di flussi di capitali e tecno­
logia in Cina. Tuttavia, la natura parziale e incompleta della riforma cinese può 
rappresentare una minaccia alla stabilità del quadro macroeconomico e quindi al­
la sostenibilità della crescita economica cinese.
.
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MACROECONOMIC DETERMINANTS OF JAPANESE 
FOREIGN DIRECT INVESTMENT IN SOUTHEAST ASIA
by
B a r b a r a  S i a n e s i  *
Introduction
The expansion of Japanese foreign direct investment (FDI) is a sudden 
and relatively recent phenomenon. In 1967, the cumulated FDI stock a- 
mounted to 1.5 billion US$, just 0 .4%  of its value 25 years later. On such 
modest bases, investment growth has accelerated, making Japan, by the end 
of the ’80s, the largest foreign investor in flow terms.
A peculiarity which has characterized Japanese FDI since the ’50s is 
the preference for less developed countries (LDCs), in particular for the 
Asian ones, as host countries for investments. It is exactly from the observa­
tion of the considerable investments in LDCs undertaken by Japanese firms 
— and especially by small- and medium-sized ones -  belonging to industries 
with comparative disadvantages at home, that the particular approach of the 
Japanese school has its origin. It is a macroeconomic theory based on 
comparative advantages of countries rather than on oligopolistic ownership 
advantages of firms (cfr. Kojima, 1978).
Nevertheless, in spite of the importance of the Asian region in Jap­
anese foreign involvement and unlike the many studies on American and 
European FDI and on Japanese investment in the United States, the existing 
econometric literature has only marginally examined Japanese FDI in Asia \
* Bocconi University, ISESAO (Institute of Economic and Social Studies for East Asia) 
Milan (Italy).
I would like to thank professors Carlo Filippini and Corrado Molteni for their precious 
and constant encouragement and dr. Matteo Manera for his statistical support.
1 In addition, the few attempts to assess the determinants of Japanese FDI also in Asian 
LDCs are very recent: see Agarwal (1989), Kimura (1989), Urata (1991), Dobson (1993) 
and Belderbos and Sleuwaegen (1994).
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From these few and recent studies it appears that, in contrast to FDI in 
industrialized countries, possessing particular firm-specific ownership advan­
tages is not decisive for investment in Asian LDCs.
The present econometric analysis therefore avoids examining variables 
at the firm level, concentrating instead on the macroeconomic aspect of the 
eclectic paradigm developed by Dunning: the aim of the study is to investi­
gate the influence exercised by locational advantages on the distribution of 
Japanese FDI in Asia, a question raised also by the ample fluctuations of 
inward investment flows both through the years and among LDCs in the 
region. Considering therefore that the firm has to possess some kind of 
specific advantage in order to decide to undertake an investment in that area 
(such as membership of a keiretsu or superior “organizational technology”), 
the intention here is to analyze the macroeconomic determinants which push 
it to invest in a particular country of Southeast Asia. Econometric testing is 
then aimed at identifying the most significant variables associated with the 
distribution of Japanese FDI between three countries (Malaysia, Thailand 
and Indonesia) within a regionally integrated area, ASEAN. As suggested 
by traditional trade theory, like the pattern of trade flows, the pattern of 
Japanese investment in ASEAN is expected to depend on the comparative 
advantages -  structural characteristics and government policies -  which 
influence the appeal of a given member country as a potential location for 
the foreign production of a Japanese transnational enterprise, once it has 
decided to invest abroad. ‘
Before discussing the significance and limitations of FDI data and 
presenting the empirical model and its findings, the next paragraph offers a 
detailed survey of the possible locational variables which the theory 
and a priori economic considerations identify as potential factors able to 
influence the geographical distribution of FDI in a significant way. Hy­
potheses on the probable effect of each of these factors are formulated and 
their relevance to the case under examination is motivated.
Macroeconomic Determinants of FDI
Demand conditions. — The size and the dynamics of demand in the host 
country of the investment represent a strong incentive for FDI, in particular 
for local market-oriented ones. In fact, market size allows the exploitation 
of scale economies and the specialization of productive factors, thus favour­
ing cost minimization.
Market growth is a reliable indicator of a good potential for future
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expansion and of concrete prospects that the investment will prove profita­
ble. Being interested in the long-term objective of the future growth of the 
firm through the expansion of its markets, the foreign investor wishes to 
penetrate the, growing market, in which the increased income not only 
enhances the absorbing capacity of the goods produced by the transnational 
firm itself, but also improves the host country supply of services and other 
inputs necessary to the firm, such as infrastructure, education level and 
economic and political stability, factors generally correlated to the stage of 
economic development of a country.
The development level of a nation, the quality of life and the purchas­
ing power of its citizens, synthetically summarized in per capita income, are 
likewise important in stimulating FDI. Considering the concentration of 
infrastructure and of markets in the urban centres of LDCs, the degree of 
urbanization may also favour the expansion of FD I in the service sector.
Given the dynamic evolution of the Asian economies, the dimension 
and growth of demand can likely prove important explanatory factors of 
the relative increase of direct investment in the region.
Neighbouring countries potentially offer complementary resources and 
productions together with an enlarged market thanks to the economic integra­
tion of the region and the dismantling of trade barriers within the area. 
However, it is maintained that economic integration among LDCs does not 
produce the same stimulating effect on FDI as the one among industrialized 
countries, in particular the European Union (Dunning, 1993). The benefits 
arising from the economies of rationalization and specialization (the firm can 
restructure its activities in the integrated area, thus exploiting scale econo­
mies) may not compensate the loss of the monopolistic power enjoyed in a 
protected market. No real empirical evidence has been collected which may 
allow us to relate the observed FD I growth in the region with integra­
tion, integration which has not even led to a remarkable expansion of 
intraregional trade. Anyway, this question does not concern the present 
analysis; all the three countries are members of ASEAN, an association 
constituted in 1967, five years before the reference period of the economet­
ric testing.
Cost factors. — Among the most important supply conditions there are the 
complementary resources sought after by transnational firms to produce 
abroad competitively.
The labour force, both in terms of availability and cost, represents the 
primary attraction of Asian LDCs, especially for the delocalization of labour- 
intensive and export-oriented productions. Cost differentials should
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however bè corrected in order to take account of productivity differentials. 
To this end it is advisable to consider the school enrolment ratio as well, as 
the external economies of education influence the skill level, the learning 
ability and the capability to adapt oneself to the needs of the work re­
quested by transnational enterprises.
In addition to the natural resources endowment and to the relative cost 
of raw materials, the quality of the infrastructure (transport, energy, commu­
nications) offered by the host country is a factor which can contribute to 
determine the choice of where to relocate production, since it influences the 
costs of transportation, communication and coordination with the parent 
company.
The influence that “proximity” between host and home country may 
exercise on the location of the investment can be appreciated by considering 
the cluster of Japanese FDI in the neighbouring Asian countries. There is a 
“geographical” distance implying transport and communication costs; an 
“economic” distance implying the costs of access to market information, the 
economic climate (e.g. high inflation) and the various conditions which 
influence investment in a given country. Besides, there is a “psychic” 
distance, a concept which represents all those factors which hamper the 
information flow to and from the market: linguistic, cultural and ideological 
divergences, differences in the education system, in political and economic 
institutions, in commercial and fiscal rules, in business practices, in the 
tastes, customs and preferences of the consumers, in the functioning of the 
infrastructure and so on.
In this sense distance is not fixed, but can diminish in the course of 
time thanks to the progress in communication and transport technologies, to 
the development of historical, cultural and political links, to a more ad­
vanced economic integration and to the accumulated experience both in 
foreign investment and in the operations in that particular country. Experi­
ence may in fact have a positive influence on the costs and uncertainties 
connected with operating in given markets and hence on the location itself.
The exchange rate, a variable particularly interesting both from the 
theoretical point of view (cfr. the theory of the currency premium by Aliber, 
1970) and for the Japanese case after the strong yen appreciation in 1985, 
deserves separate consideration.
The exchange rate acts on foreign production through two mecha­
nisms. Its influence, different according to the type of FDI, can be substan­
tially compared to the one of protectionism (see later on).
An appreciated yen, with its negative impact on production costs at 
home and on the prices of Japanese exports abroad, equals a tax on export­
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ing industries and therefore encourages these firms to substitute trade flows 
with a productive relocation. A real depreciation of the local currency 
contributes to make the costs of productive factors in the host LDC even 
more competitive and attractive for firms operating in strong currency na­
tions. Furthermore, a strong exchange rate has a positive impact on the 
relative prices of foreign assets; making the enterprises of the host country 
cheap for foreign investors, it also favours investments in the form of 
take-overs of existing firms 2. Japanese FDI is thus supported by a strong 
yen.
On the other hand, there also exists a second mechanism, which oper­
ates, however, more in the short term and penalizes import-substituting 
FD I. The depreciation of the local currency in the host country makes the 
import of intermediate inputs necessary especially in the first phases, more 
expensive for foreign firms operating in that country.
Although it is thus the international exposure to the prices of the 
inputs and output of the (prospective) foreign affiliate — how much and 
from where it has to import and where it sells its product — that determines 
which of the two contrasting effects of the appreciation will prevail, the first 
influence (the one boosting FDI) appears to be the dominant one, especially 
in the medium and long term.
Political factors. — This group of factors comprises both economic policy var­
iables, strictly political variables and variables connected with country-risk.
As hinted at in relation to the effects of the exchange rate, also those 
of the trade regime decided by the host government are different according 
to the type of F D I3.
Since import-substitution policies through the imposition of artificial 
trade barriers shift demand towards national products and penalize exports 
from abroad, they stimulate FDI oriented to the domestic market. In addi­
tion to the need to maintain, develop or conquer the local market by 
circumventing existing (tariff-jumping FDI) or anticipated (quid pro quo 
FD I, see Bhagwati, 1987) trade barriers, foreign firms operating in the 
protected sectors can derive profit from position rents, since they are shel­
2 However, from a theoretical point of view, it is necessary to note that for market- 
oriented investments in the industrialized economies unlike cost-oriented FDI in developing ones 
not only the value of such foreign assets, but also their return in yen terms is smaller, so that 
the return rate is left unchanged.
3 Besides the direct effects, there are also indirect ones through the influence on economic 
growth and on other factors which can be taken into consideration by foreign investors.
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tered from international competition, and often benefit by specific incen­
tives and concessions.
Conversely, export-oriented FDI, which are often highly dependent on 
intraindustry and intrafirm trade, will prefer countries which have adopted 
an open-door strategy. It is, however, important to notice that the gov­
ernment might have neutralized the disadvantages inherent in a closed econ­
omy by instituting special Export Processing Zones.
There is also a second type of protectionism which may influence the 
location of FDI. It is the protectionism of third markets (in particular of the 
United States, Canada and the European Union) which does not apply to 
the host country. To the extent that the trade barriers of Western countries 
are directed only towards exports from Japan, a Japanese enterprise may 
consider it sufficient to invest in a country towards which such limitations 
do not apply (see the Generalized System of Preferences of the Southeast 
Asian countries)4.
A second strategic variable under local government control is repre­
sented by the incentives or disincentives to F D I5. In particular, Asian T .DCs 
have shown a growing propensity to make use of a plethora of concessions 
and privileges in order to attract foreign investors and to try to direct them 
to contribute to the achievement of certain objectives (e.g. export promo­
tion, employment growth — especially of ethnic minorities —, rural areas 
development, technology transfer, expansion of supporting industries and 
so on).
The net impact of the incentives offered by the host country is a 
debated issue (see Agarwal, 1980; UNCTC, 1991 and Dunning, 1993). On 
the one hand, they can be of some help, especially for small- and medium-, 
sized enterprises with limited experience of foreign operations. On the 
other, however, it is necessary to bear in mind several factors: the incentives 
are generally accompanied by a multitude of disincentives and restrictions 
(shareholding limitations, size, location and expatriates’ employment restric­
tions, etc.); the incentives are furthermore subject to relatively restrictive 
conditions (performance requirements of different kinds connected with
4 The relationship between FD I and trade is particularly complex. International produc­
tion and international trade are often considered alternative ways to serve a foreign market.
I UNCTC (1991) summarizes the long-debated question whether foreign production is a substitute 
| or a complement of trade. From casual observation, however, a certain coincidence between 
trade clusters and investment clusters has been noticed (in almost all cases where a host 
country is tied to one or more Triad members in terms of FDI stock, the Triad country is also 
one of the major trade partners of the host country - UNCTC, 1991, Tab. 13).
’ For a classification of host country policies towards FDI, see Dunning (1993, pp. 
559-565).
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the government’s targets); LDCs are in tight competition among each other 
to attract FDI, towards which they have liberalized their attitudes more or 
less at the same time, thus weakening the effectiveness of the respective 
policies; the supply of such incentives may be an indicator of the host 
country lack of confidence in its own locational advantages, and these 
incentives may not be sufficient in themselves to reverse the situation (“illu­
sory compensation effect” - Dunning, 1993); finally, it would be unwise 
for the transnational enterprise to consider the offered incentives to be 
permanent or of lasting importance.
These considerations lead to predict that the net impact on FDI will 
be marginal at the utmost (Agarwal, 1980). In addition, difficulties in the 
measurement of the various policies towards FDI, of changes in their 
implementation, of the time gap between the modification of a policy and 
the reaction of the market contribute to explain the limited statistical effect 
observed (e.g. in the cross-country study by Kumar, 1994, the coefficient of 
incentives and performance requirements turns out to be non-significant 
and negative). The economic conditions of the foreign country considered 
for the investment are the main determinants of the location and amount of 
FD I, whereas adequate policies appear to be necessary prerequisites to 
attract FDI, but not sufficient in themselves to more than compensate 
possible deficiencies of the LDC (such as economic instability, small and 
fragmented markets, insufficient infrastructure, lack of skilled manpower).
Considering the difficulties to measure FD I incentives in the course of 
time and that the countries examined have simultaneously liberalized their 
policies towards foreign investment6, the incentives offered by the host 
governments have not been included in the analysis 7.
As for the policies of the home country, Japan, bilateral aid to devel­
opment (ODA - Official Development Assistance) constitutes a strategic 
variable to stimulate FDI in certain economies. In fact the presence of ODA 
in a given country reflects historical and institutional links, signals a geopolit­
ical priority and a special economic interest, and reduces the private costs
' 6 In particular, both Malaysia and Indonesia -  severely hit by the collapse of oil and 
raw material prices, which caused a series of fiscal crises and dangerous foreign debt increases 
— radically reformed the laws on FDI promotion in 1986.
7 In Thailand, the number of foreign enterprises not applying for the privileges offered by 
the Board of Investment (BOI) is said to be recently increasing; investors appear to be puzzled 
by the frequent changes in the policies of the government, while the country seems to be able 
to offer the political and economic stability, the prerequisites for. production and the necessary 
infrastructure which attract investors. It has thus been proposed to abolish the BOI or to 
reorganize it as a Board of Export (Y oshida, 1992).
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through the creation of the necessary infrastructure in the host country.
The traditional emphasis laid by Japan on the economic cooperation 
with Asian LDCs (by the end of the 80s more than 60%  of Japanese 
bilateral ODA was concentrated in these countries) makes bilateral ODA to 
the economies of Southeast Asia a variable potentially relevant to the 
present analysis. UNCTC (1991, Tab. 16) notes in fact that five out of six 
Asian countries (data for the sixth one are not available) -  among which 
Malaysia, Indonesia and Thailand — which are part of the cluster of 
Japanese FDI stock also received, by the end of the ‘80s, the major single 
share of their bilateral ODA from Japan.
If  emphasis is laid on the demand for external capital and if the 
contribution of a foreign investment to the host economy is considered 
solely in terms of the capital it introduces, a certain replaceability among 
these inflows may be assumed (crowding-out hypothesis). The greater or 
smaller ease with which the LDC can obtain long-term loans may actually 
lead it to assume a more or less restrictive stance towards FDI.
Coming now to the last component of the political factors considered 
here, country-nsk raises the question of safety and both economic and 
political stability.
Since the costs and revenues of investing firms depend on the political 
conditions in the host country as well (in particular nationalism and the 
menace of partial or total expropriation), the need of some kind of guar­
antee is increasingly met through multilateral intergovernmental agreements, 
bilateral treaties between the countries involved and insurance schemes 
offered by the home country as well.
As to the effect of political instability on FDI, the empirical evidence 
is highly mixed. Agarwal (1980) attributes the divergence in the results 
obtained to the different types of data and analytical methods used, to the 
confused definition of political instability, to the non-consideration of the 
existence of guarantee agreements, to the fact that political instability does 
not necessarily lead to an increase in the political risk for foreign investors 
(consider e.g. the change from a position of extreme left to one of extreme 
right) and that the degree of political risk varies according to the origin and 
the sector of the investment. Levis (1979) too underlines such methodologi­
cal lacks and difficulties. Still, the results of the interviews he has analyzed 
point out a negative relation, based however more on impressionistic gener­
alizations rather than on detailed, systematic and quantitative analyses. His 
conclusion is therefore that economic considerations are the principal deter­
minants, whereas variables of political nature are second order determi­
nants, since they do not prevent an investment in a politically unstable
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country if the expected return more than compensates for the additional 
degree of risk.
Owing to the above observations and considering that in the last two 
decades the economies under examination exhibited relative stability, the 
purely political component of the country-risk has not been included in the 
analysis.
In addition to political instability and to the menace of expropriation, 
country-risk comprises factors of essentially economic nature, such as drastic 
changes that deeply modify the economic context in which the foreign 
investor operates. Serious deficits in the accounts of the host country (in 
particular a heavy external debt in relation to the size and potential of the 
economy) are symptoms of economic and political vulnerability and can 
discourage foreign investors, strengthening their expectations concerning a 
growth slow-down and the introduction of severe fiscal and currency restric­
tions.
A variable that has also been included, multilateral ODA, can partly 
contain country-risk, both in its economic and political component. In fact 
the aid relaxes some constraints on growth in case of deficits; furthermore, 
it is generally granted in accordance to rather binding restrictions from 
international agencies (e.g. the World Bank or the International Monetary 
Fund). In addition, the receiving country is expected to show a favourable 
political attitude towards FDI.
Finally, another home country variable has also been included in the 
analysis in order to check that FDI do not actually follow the different logic 
of portfolio investment, thus confirming the neo-classical approach on capi­
tal returns differentials. The interest rate on long-term government securities 
represents, in line with neo-classical theory, the opportunity-cost of capital. 
After Hymer’s critique (1976), however, no significant (negative) relation 
with FDI flows is expected.
The Empirical Model
Dependent variable. — The variable under examination is the annual flow of 
Japanese real FDI directed to Malaysia, Thailand and Indonesia from 1973 
to 1992. The data of the Ministry of Finance (MOF), expressed in dollars, 
have been deflated with the US index of industrial goods prices 
(1987 =  100).
There are two national sources of data on Japanese FDI: the balance 
of payment statistics of the Bank.of Japan (BO J) and the MOF data. The
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two series differ considerably 8, expressing however the same trend.
The Japanese definition of FDI comprises, in addition to the estab­
lishment of affiliates or plants abroad, the acquisition of shares issued by a 
foreign company or the disbursement of a loan to that company. It is 
necessary to hold at least 10%  of the foreign company equity, but there is 
also a category of “FD I without property”, characterized by the existence of 
some form of lasting economic relation. Until 1980, this minimum equity 
threshold was 25% .  The new law excluded real estate acquisitions from 
FDI.
As to the nature and significance of the data, besides the generalized 
difficulties inherent in the measurement and comparison of F D I 9, it should 
be noted that the MOF data, regarding the fiscal year (April 1-March 31) 
just ended, are registered on a notification (before 1980, approval) basis. 
This has two main consequences: reflecting investment intentions, the data 
over-estimate actual FD I; furthermore, since the notification has to precede 
the capital outflows, there is a time gap between the period of the 
investment registration and the actual disbursement (even for multiannual 
FD I the whole value is registered on the notification date).
For a description of the different coverage of the BOJ and M OF data (on disbursement 
and on notification basis), of the minimum investment amount ( 5  and 30 million yen) of the 
treatment of real estate acquisitions (included in the BOJ data, excluded from the MOF data), 
of the inclusion of various types of payment to foreign affiliates and loans to mines abroad see 
Matsuoka and Rose (1994).
9 What distinguishes a foreign direct investment from a portfolio investment is the 
exercise of actual control on the management of the firm operating abroad. However, whereas 
the concept of control appears reasonably clear, determining which equity share confers 
concrete control is questionable and gives rise to substantial ambiguities. In practice, a 
minimum threshold of equity ownership is conventionally and arbitrarily decided, above which 
effective control is presumed. In addition to non-homogeneous statistical FDI definitions the 
discrepancies and lack of comparability between the diverse data sources derive from national 
irferences in the methods of data collection, in accounting practices and conventions, in the 
evaluation methods (treatment of liquidations, reinvested profits, borrowings in the host 
country, etc.), in the notification requirements, in the sampling methods and in the réference 
periods. It is not generally possible to distinguish, e.g„ between authorized or notified 
investments and implemented investments, between approved and paid-up capital, between the 
total capital invested in the foreign firm and what has actually come from abroad, between date 
of approval and date of the establishment of the firm. It is equally difficult to take account of 
FDI components different from capital or to register disinvestments. The heterogeneous 
treatment of the various elements and the quality and coverage differences in the data require 
considerable caution in the interpretation of the statistics and originate considerable difficulties 
in international comparisons and quantitative analyses.
The present study tries to avoid the first type of difficulty by using Japanese M OF data 
exclusively.
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In addition, data on Japanese FDI do not include reinvested profits 
and they neither cover the investments undertaken by the foreign affiliates 
which raise the requested funds through borrowings in the host country nor 
foreign activities which do not involve capital transfer (like technological 
cooperation). The stock of FDI is simply estimated by aggregating the past 
approved/notified flows, without considering the revaluation of past invest­
ments, depreciation, exchange rate fluctuations and, even more misleading, 
without taking into account the disinvestments occurred in the period.
These limits of the Japanese statistics — which are inherent in the very 
nature of FD I itself and thus are present in the data of the various countries 
— do not however invalidate the usefulness of such information. In fact, 
more than in absolute values, analyses are interested in the annual growth 
and trend of investments, in the comparison of regional shares and in the 
sectoral distribution, for all of which the data material offered by M ITI 
proves essential, since it comprises FD I time series by region, by country, 
by sector, by sector and region and, since 1980, even by sector and country.
Economic, political and social explanatory variables. — The choice of the 
explanatory variables to include in the model has been derived from the 
preceding discussion on FD I determinants and the availability of reliable 
quantitative data (World Bank, 1993 and UN ESCAP, various issues). Only 
those variables which have appeared to be more relevant for the region have 
been selected for the analysis.
The model regressors are attempts to construct measures and indicators 
of the factors just described. In addition to the difficulties in capturing given 
influences considered significant with adequate proxies, as in any other 
econometric test, there is an unavoidable gap between the desired data and 
the available ones.
Table 1 summarizes the variables which may influence the level of 
inward FDI, the indicators which should provide a measure of such influ­
ences and the expected impact on investment (i.e. the sign of the regression 
coefficients) 10.
Methodology. — Japanese FDI flows to the three countries in each year are 
thus expected to depend on diverse influences, some of which measured by 
differentials between conditions in Japan and in other markets and others 
treated as intrinsic national characteristics. In order to analyze in which 
way the distribution of Japanese FD I among countries reflects national
10 The explanatory variables have also been considered with one-period lag.
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T a b l e  1
SYNOPTIC TABLE O F TH E MAIN H YPO TH ESES O F TH E FACTORS W HICH  
IN FLUEN CE FDI LOCATION
Variable Proxy Impact
1) Demand conditions
O local market size real GDP (local currency ’87); 
population
4-
O local market growth real GDP growth rate; 
anticipated growth rate ‘ ; 
population growth rate
+
O development level per capita real national income ($ ’87); 
per capita real national income growth rate; 
per capita real private consumption ($ ’87)
4-
O urbanization urban population on total +
O export potential manufacturing exports/GDP 4-
2) Cost factors
O complementary resources 
(supply conditions):
— labour costs and produc- manufacturing real earnings per employee on value added in Japan 4-
tivity differentials / manufacturing real earnings per employee in the host country; 
Japanese manufacturing wages in ¥ ;
Japanese extractive wages in
nominal and real medium minimum wage in 2
— skill level secondary school enrolment ratio 4-
— natural resource oil 4- mineral resources exports/GDP; 4-
endowment oil -f- mineral resources exports/total exports
— energy costs oil price in ¥  ;
oil dependence of Jap an 3;
natural gas production 4 ;
crude oil production";
index number of the extractive sector4
4-
— infrastructure (transport 4- communication)/GDP 4-
O experience, previous FD I_ij 4-
involvement FDI sto ck-,
O local currency depreciation real exchange rate (local currency for ¥=); 
absolute change in real exchange rate; 
relative change in real exchange rate; 
average—j of real exchange rate
+
3) Political factors
O protectionism manufacturing value added / manufacturing imports -  6
excluded SITC 7 5; 
(export 4- import )/GDP
+ 7
O bilateral aid ODA from Japan/GDP;
real per capita ODA from Japan ($ ’87)
4-
O external capital inflows long-term loans/GDP -
O country-risk foreign debt/GDP; -
multilateral ODA /GDP;
real per capita multilateral ODA ($ ’87)
4-
Opportunity-cost o f  capital
O capital profitability real interest rate on long-term public bonds in Japan -
No t e s : 1. weighted arithmetic mean of the GDP annual variation for the four preceding years; 2. for Thailand; 
3. oil: (imported volume — exported volume)/(volume of domestic production + imported volume -  exported 
volume); 4. for Indonesia; 5. manufacturing imports excluded machinery as percentage of value added as 
a proxy for an outward-looking trade orientation of the country; its inverse as a proxy for an inward- 
looking trade orientation of the economy; 6. for export-oriented FDI; 7. for market-oriented FDI.
JAPANESE FDI IN SOUTHEAST ASIA 1015
attributes, the statistical technique of the stepwise regression has -been 
used n . The rationality underlying this procedure is quite apparent and 
justified by the exploratory nature of the analysis and the large number of 
potential locational influences on FDI.
To this purpose, rather selective criteria were adopted, setting the 
tolerance level1 23 14at 0.5 (against the default 0.01) and the values of the 
statistics F  to enter and F  to remove relatively high (4 and 3.9 against the 
default 1 and 0 respectively).
The sample includes 20 years of data (1973-1992) and three host 
countries (Malaysia, Thailand and Indonesia).
The empirical findings. — All the results of the present analysis have to be 
interpreted with caution due to the relatively small sample size, besides, 
considering that the study has proved to be particularly data-intensive , it 
is necessary to bear in mind that the conclusions are robust only to the 
extent to which the data base permits it.
Table 2 presents a synthesis of the results obtained for the three 
regressions and compares, in the three cases, the type of selected variable, 
its sign, its significance and the main indicators of the goodness of fit
The selected regressors do not appear to be multicollinear and as to 
the underlying assumptions of the regression model, the diagnostic plots 
examined depict a quite satisfactory situation in terms of normality, linearity, 
heteroskedasticity, parameter stability and goodness of fit.
Given the data limitations and the consequent restraints imposed on 
the analysis, the results can be considered quite encouraging: they
11 The stepwise procedure starts with no independent variable in the model. It initially 
selects that explanatory variable with the highest simple correlation with the dependent 
variable. Then it includes, one after the other, other explanatory variables on the basis of their 
partial correlation with the dependent variable (the correlation with y once y has been adjusted 
for the effect of the variables already included in the model). Each time, the statistical 
significance of the regression coefficients is tested, and at each stage the possibility of deleting 
a previously included variable is considered.
12 In the part dedicated to a survey and evaluation of existing empirical studies on the 
locational determinants of FDI, Schneider and F rey (1985) regret that “the statistical 
procedures used in the studies on the determinants of FD I are also unsatisfactory. They are in 
many cases unnecessarily complicated and difficult to interpret” (pp. 164-165).
13 The tolerance of a variable is defined 1-R2  between this variable and all the other 
independent variables in the regression equation. Thus, the smaller the tolerance of a variable, 
the more redundant its contribution to the regression.
14 Logarithmic (log-linear and double-log) transformations of the model have been tested 
as well and the moving average of the dependent variable has been tried, without however 
obtaining better results.
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'  Table 2
SUMMARY O F T H E REGRESSION RESULTS FOR TH E TH R EE COUNTRIES
Malaysia Thailand Indonesia a
Intercept _  41 b — 881 **** -  1772 *
Real exchange rate (average_3)
( -0 .2 8 ) ( -8 .9 5 ) ( -2 .7 3 )




Pc real nat. income growth rate_j 
Population growth. 3
-  3 c 
( -1 .1 4 )
-  21776 **  
( -3 .2 8 )
-  3 7 *  
( -2 .7 6 )
+  1 7 *  
(2.58)
+  8 6 0 *  
(2.78)
R 2 0.96 0.94 0 . 6 6
adjusted R 2 0.95 0.93 0.59
F 114 * *** ■75 **** 9 **
DW 1.73 1 . 6 6  d 1.55
N 18 19 1 2
¿-values in brackets
****  statistically significant at the 0 , 0 0 0 0 0 1  level
***  statistically significant at the 0 , 0 0 0 0 1  level
** statistically significant at the 0 , 0 1  level
* statistically significant at the 0,05 level
a Manufacturing FDI only.
The intercept is not significant; estimating the model again without the constant term 
leads anyway to the same results as to the sign and significance of the coefficients. Since the 
tolerance between the independent variables worsens considerably, it was decided to maintain 
the model with intercept, which also allows the traditional interpretation of the R 2.
c This variable was selected, with the expected sign, after lowering the F  to enter 
threshold; without modifying either the sign or the significance of the two initial regressors, 
it completely resolved the problem of autocorrelated residuals of the initial model.
d The results concerning residual correlation are not particularly encouraging (DW  =  1.66 
with du  =  1.68 at 5%  and 1.41 at 1% ; the regression of the residuals on their lagged values 
shows in fact the presence of first-order autocorrelation). They seem to be due to the only 
oudier of the regression, which does not appear to be linked to an anomalous behaviour of 
the four variables involved or to a particular situation in Thailand. Anyhow, if it is included 
in the model through a dummy or removed from the regression, the coefficients do not 
undergo variations in sign or significance (the latter increases slightly), whereas the diagnostics 
improve remarkably (DW  =  2.01 and in the regression on the lagged residuals the t and F  
statistics indicate that the coefficients are not significant).
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strengthen many of the formulated hypotheses, suggesting that macroeconom­
ic explanations of Japanese FDI in Southeast Asia based on locational 
factors are considerably useful.
In particular, the quantitative analysis shows that in the last two 
decades the most outstanding determinant of Japanese FD I in the region 
was the exchange rate between local currency and yen. This variable always 
entered the regression first and alone explains a considerable proportion of 
the variability of FDI inflows (94%  of the flows to Malaysia, 88%  of 
those to Thailand and 37%  of manufacturing investment flows to In­
donesia).
A positive influence of the appreciation of the currency of a country on 
its outward FD I was already found by Kohlhagen (1977) in the case of US 
investment 15 and by Cushman (1988) for the FD I flows of five countries, 
among which Japan, to the United States.
The results of the present analysis show, at the empirical level, that the 
yen appreciation had a considerable impact on Japanese investments in 
Southeast Asia as w ell16. A factor which since the second half of the ’80s 
has certainly given a decisive contribution to the explosive growth of 
Japanese FD I is in fact the rapid appreciation of the yen following the Plaza 
Accord in September 1985 with which the Group of Five (United States, 
Japan, United Kingdom, Federal Republic of Germany and France) agreed 
on the devaluation of the dollar, in particular vis-à-vis the yen and mark, in 
order to strengthen the competitiveness of US exports and thus try to check 
the growing US trade deficits. Between the end of 1985 and the end of 
1987 the yen doubled its value against the dollar.
This swift, sizeable and largely unexpected appreciation drastically 
undermined the international competitiveness of Japan — suddenly trans­
formed in the country with the highest wages in the world -  and hit 
the profitability of the exporting and labour-intensive sectors particularly 
hard. These industries, after an initial hesitating expansion abroad, tried to 
substitute exports with foreign production and to avail themselves of the 
even more advantageous production costs, and especially labour costs, in 
LDCs.
15 The author also proved to be right in predicting that the United States would not 
permanently remain a net home country and Germany and Japan net host countries, especially 
following the currency realignments — yen and mark revaluation, dollar devaluation — in the 
7 0 s .
16 In the three cases, using real Japanese FD I in yen instead of dollar terms does not 
modify the selection, the sign and not even the significance of the independent variables and it 
neither considerably reduces the R2.
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In addition to motivations related to the need of competitiveness (yen 
appreciation and openness of the economy for export-oriented FDI), the 
analysis also emphasizes the importance of the dynamism of Southeast Asia 
in the decision to invest in the region: the significance and the sign of the 
estimated parameters for the growth rate of per capita income and of 
population in the case of Thailand and Indonesia offer good empirical 
support to the hypothesis of FD I oriented to the local market, a hypothesis 
which considers market growth and potential strong attractions for FDI.
The countries of East Asia are in fact located in an increasingly inte­
grated regional market characterized by the fastest expansion in the world. 
The development prospects of Southeast Asia are also quite encouraging; 
growth is expected to remain high (around 6-8% ), fostered by the intensify­
ing intraregional trade, FDI and technological transfer. More specifically, 
the consumer market of the emerging Asian countries will be expanded 
by the diffuse growth of the local consumer purchasing power and by 
demographic trends under way, like the rise of life expectancy, the increase 
in the number of young couples and the swelling urbanization.
In the case of Japanese FD I in Southeast Asia, similar results were 
obtained by Agarwal (1989) for per capita GNP and its growth rate and by 
Mainardi (1992) for real GDP growth. The relevance of the growth of the 
host economy is in effect corroborated by the evidence of Japanese investors 
in the region themselves, 62%  of whom (59%  of the manufacturing ones) 
ascribe primary importance to the expansion of the local market (M ITI 
survey, 1991).
Such results, thus, point out the double function performed by the 
so-called “regional core networks” created by Japanese firms in Southeast 
Asia: this strategy consists in an extensive division of the production 
process in single sub-processes which are located, through complementary 
investments in the various areas, in those economies which better allow to 
optimize their production costs and market outlets. Besides serving the local 
host market, the network of affiliates in Southeast Asia is an efficient 
productive base for the export of low-cost inputs and final goods to the 
advanced economies — United States and European Union, both wishing to 
reduce their imports from Japan, and, increasingly after the yen apprecia­
tion, Japan herself.
Finally, the empirical study also points out the existence of a certain 
substitution relation between FD I and long-term loans. The capital contribu­
tion of FD I seems thus to be considered as relatively more important in 
LDCs than in industrialized economies, which are more interested in the 
intangible component of technology and know-how.
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Turning now to the locational variables specific of the single countries, 
the results obtained characterize Malaysia as the base chosen by Japanese 
transnational firms for export. This is not surprising considering that since 
the early 1970s Japanese FD I inflows have been concentrated in the indus­
trial sector, in particular in the export-oriented sub-sectors like textiles and 
especially the electric/electronic sector (semiconductors, electronic parts of 
general use). Export-oriented investments thus prevail not only because of 
the favourable economic conditions of the country (availability of relatively 
skilled and low-cost manpower, good quality infrastructure, stability, etc.), 
but also because of the priority assigned by the Malaysian government to 
the export industries through incentives of varied nature and the structures 
and diverse subsidies offered by the Export Processing Zones. These areas, 
specifically designated and designed for manufacturing firms which produce 
and assemble products essentially destined to export 17, have earned consid­
erable success in attracting this type of FDI. Malaysia, thanks to these 
characteristics and to her physical proximity with complementary Singapore, 
represents an important location in the Japanese productive network; the 
1988 survey of the JETR O  Trade Centre in Malaysia (in Aoki, 1992, Tab. 
11a) shows that the most important motive for the investment was precisely 
the horizontal division of labour within the parent company.
Conversely, the same survey conducted in Thailand (in Aoki, 1992, 
Tab. l ib )  reveals that the development of the local market represented the 
main reason for Japanese investment, which appears to be confirmed by the 
selection of the growth of per capita real income as an equation regressor. 
In fact, from the ‘60s to the second half of the ‘80s investments were mainly 
motivated by the need to secure access to a rapidly expanding market 
protected by import-substitution policies and was prevalently directed into 
industries such as motor vehicles assembly, consumer products, paint, 
chemical products, textiles and apparel (Santikarn, 1990). It is only since 
1988 that, following the yen appreciation and the encouragement to export­
ing industries granted by the Sixth Development Plan, a gradual shift has 
taken place from import-substituting to export-oriented FDI, making Thai­
land a productive base for exports, especially of electric and electronic goods 
and toys (cf. Steven, 1990, and Lim and Pang, 1991).
However, at the end of the ‘80s, the local market is still very important 
in the investment decision, as, “in spite of the rapid expansion of manufac­
17 To local and foreign firms which export all or most of their production, these zones 
(presently 1 2 ) offer both infrastructure of a good level and a gamut of fiscal incentives, in 
particular the exemption from duties on imported materials, parts and machinery and on 
successively exported goods.
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turing exports, a considerable portion of the industrial production of Thai­
land is still absorbed by the domestic market” (Akrasanee and Tambunlert- 
chai, 1990, p. 119). In fact, the foreign affiliates operating in Thailand — 
though accounting for almost half of Thai manufacturing sales — register 
only 5 .8%  of total manufacturing exports of the country, against 11%  for 
the affiliates in Indonesia and 60%  for those in the Philippines (unfortunate­
ly data for export by the transnational firms operating in Malaysia are not 
available - UNCTC, 1992, Tab. 7). Again confirming the weight of the local 
market, Thailand presents the highest percentage of world FDI stock in the 
tertiary sector (55%  in 7 5  and ’80 and 48%  in ’89 - UNCTC, 1992, Tab. 
9), both in relation to the other two macrosectors and to the weight of the 
service sector in the other Southeast Asian countries.
Moreover, the Thai economy has exhibited impressive growth rates 
(11.4%  in average between ’88 and ’90, remaining then around 7-8%  in 
the last years) and personal income has been rapidly increasing, enhancing 
the purchasing power of a wide segment of the population. Per capita GDP 
is at present around 1600 US$, but in Bangkok, where the population is 
mostly concentrated, it reaches 5000 US$, placing Thailand nearer to South 
Korea and Taiwan (Tokyo Business Today, 1994).
As to the other explanatory variable, the weight of long-term loans on 
GDP, the FDI share on net financial flows to Asian LDCs dwindled during 
the 7 0 s  and early ’80s, since diverse countries preferred foreign debt to FDI 
as a source of finance for their development programmes; from the end of 
the 80s, however, a decline of foreign loans has taken place in Thailand 
and, starting from 1988, FD I inflows have shown an unprecedented ex­
pansion.
The results initially obtained for total FDI in Indonesia appeared visi­
bly contradictory (negative coefficient of productivity-adjusted labour costs 
in Japan relatively to Indonesia). This distortion in the sign of the coeffi­
cient seems to be due to the excessively aggregated nature of the data of 
Japanese FD I flows to Indonesia. The prevalence of FD I in the extractive 
sector, a sector where investments are typically of conspicuous amounts and 
“lump-sum”, reveals a more “structural” rather than contingent necessity of 
the Japanese economy and may thus easily distort a time series analysis. In 
fact, the predominance of the extractive sector as FD I destination (in 1975,
61 %  of the world foreign investment stock in the country was concentrated 
in the primary sector, in 1980 the percentage had increased to 79%  and ten 
years later to 82% ) makes total flows less sensitive to the variables which 
traditionally represent the growth potential of the economy or the need of 
competitiveness. It was thus decided to use only the data on manufacturing
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FD I at the cost of reducing the sample to 12 observations, since the 
disaggregated data by country and sector published by MOF start from 
1980 18. Since the ‘70s, in fact, the main interest of Japanese foreign 
investors has been in raw materials and food products. Though Japanese 
enterprises arrived in Indonesia much earlier than in the other ASEAN 
countries, they have been relatively reluctant to invest massively after the 
yen appreciation in 1985, preferring instead Malaysia and Thailand. This is 
confirmed by the minor impact of the exchange rate on Japanese manufactur­
ing FDI in Indonesia (it accounts for 37%  of the variability of such inflow 
between 1980 and ’92, against 94%  for Malaysia and 88%  for Thailand).
Thus, although Indonesia offers the lowest wages in ASEAN, Japanese 
firms excluded her from the wave of their investments in Southeast Asia in 
the second half of the ‘80s. “In the meantime Indonesia will remain more 
useful as a source of raw material and food supplies than as a low-cost 
production centre, except for a few things like textiles and motor vehicle 
components” (Steven, 1990, p. 224). Investments for the production of 
goods to be exported on the world markets are in fact discouraged by the 
insufficient physical infrastructure (transport, energy, telecommunications, 
etc.) and by the low development level of human resources, with the subse­
quent lack of technological and managerial skills, abilities of vital import­
ance for foreign investments, especially for those in the manufacturing and 
service sectors.
In addition to the exchange rate, for manufacturing FDI the popula­
tion growth rate has been selected. With more than 180 million people 
Indonesia is actually the fourth most populous nation in the world and by 
far the major in ASEAN. In addition, life expectancy at birth improved by 
12 years in 20 years, passing from 48 in 1971 to 60 years in ’91, while the 
percentage of urban people increased from 18 to 31%  in the same period. 
The country thus offers an immense potential market particularly interesting 
in the long run for firms with an extended time horizon, and guarantees at 
the same time a wide pool of low-cost labour force.
Concluding Remarks
Despite the limitations of the available data, the results obtained for
18 The present author has also examined if the use of the sole manufacturing FDI data 
had removed the contradiction in the sign of the labour cost coefficient. Forcing this variable 
into the regression, it is not significant, lowers the adjusted R 2 a little, but presents the 
postulated positive sign.
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Japanese FDI in Southeast Asian countries are quite satisfactory and pro­
vide good empirical support to a macroeconomic approach based on the loca­
tional advantages of countries.
The main determinant of Japanese investment in the region appears to 
have been exchange rate variations, in particular the strong yen appreciation 
starting from 1985, a push factor related to the home country which urged 
Japanese firms to invest abroad. The econometric test also provides consider­
able empirical support to the market expansion and potential of the host 
country as a pull factor for FD I in the Southeast Asian region.
As to the locational variables selected for the single countries, the 
results characterize Malaysia as the basis chosen by Japanese transnational 
firms for export. On the contrary, FDI flows to Thailand seem to be more 
influenced by the local market expansion in terms of purchasing power, and 
manufacturing investment in Indonesia by the market potential in terms of 
the growth in the number of consumers.
Globally, in addition to the yen appreciation, the present analysis 
emphasizes the importance, of both the degree of openness of the economy 
for export-oriented FDI and the dynamism of Southeast Asia for local 
market-oriented FDI -  the two functions of the productive networks set up 
by Japanese affiliates in the region. Finally, from the empirical analysis a 
certain substitution relation emerges between FDI and long-term loans.
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LE DETERMINANTI MACROECONOMICHE DEGLI INVESTIMENTI 
DIRETTI ESTERI DEL GIAPPONE NEL SUDEST ASIATICO
Passate in rassegna le variabili macroeconomiche che possono influenzare si­
gnificativamente la distribuzione geografica degli investimenti diretti esteri, vie­
ne presentata una verifica econometrica mirante a identificare le determinanti 
country-specific della localizzazione degli investimenti giapponesi in Malaysia, 
Thailandia e Indonesia. La principale determinante degli investimenti giappone­
si nel Sudest asiatico è apparsa essere il tasso di cambio. La Malaysia è risultata 
la base scelta dalle imprese multinazionali giapponesi per l’esportazione, mentre 
gli investimenti in Thailandia ed in Indonesia sembrano maggiormente influenza­
ti dal potenziale del mercato locale rispettivamente in termini di potere d’acqui­
sto e di crescita del numero di consumatori.
